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FOREWORD 


T his study of postwar federal tax policy is the first of a 
series of research reports to be published under the auspices 
of the Research Conunittee of the Committee for Economic 
Development. The C.E.D. hopes that these studies when 
completed will provide a well-rounded anadysis of the eco- 
nomic problems involved in attaining and maintaining new 
high levels of employment through expanded production after 
the war. 

The research program of the C.E.D. is unique in this coun- 
try. It is based on a cooperative undertaking between 
businessmen and scholairs. Responsibility for the develop- 
ment amd supervision of the program is vested in a Research 
Committee, composed entirely of businessmen. A Research 
Mvisory Board, composed of distinguished social scientists, 
aissists the Research Committee in planning and supervising 
the research program, and is given final authority to approve 
for publication all of the research studies. A full-time 
Research Director, Theodore O. Yntema, is in charge of the 
research staff and is responsible for the selection of the 
specialists in each particular field of investigation and for 
supervising the preparation of research studies. 

In accordance with these procedures, the Research Com- 
mittee early in 1943 authorized a group of research studies 
under the general heading of “ Taxation and Business: Studies of 
Incentives for Business Enterprise and the Impact of Taxation 
on These Incentives.” This group of studies was placed under 
the direction of C. E. Griffin, Dean of the School of Business 
Administration, University of Michigan. At the suggestion 
of Dean Griffin, Harold M. Groves, Professor of Economics, 
University of Wisconsin, was engaged to head the study of 
postwar federal tax revision, and Henry C. Simons, Associate 
Professor of Economics, University of Chicago, and William 
A. Paton, Professor of Economics and Accounting, University 
of Michigan, were employed as consultants. 



Foreword 


The foUovving report by Professor Groves has been pre- 
pared under the supervision of Research Director Yntema and 
has been approved by a reading committee of the Research 
Advisory Board. Professor Groves, however, is solely respon- 
sible for the opinions and conclusions presented in his study. 
He has had the benefit of numerous criticisxm and suggestions 
by members of the Research Committee and by other mem- 
bers of the research staff. He has been entirely free, however, 
to accept or reject any or all suggestions by others in accord- 
ance with his own judgment. Similarly, the members of the 
Research Gonunittee and the members of the Board of Trus- 
tees of G.E.D. in sponsoring the publication of this study do 
not thereby accept responsibility for the views expressed 
therein or by implication endorse its conclusions. 

Soon after the publication of this study, the Research Com- 
mittee will publish a policy statement on postwar federal 
taxation in a pamphlet entided “Postwar Employment and 
Federal Taxation.” This pamphlet represents the views of 
the members of the Research Committee of businessmen; for 
which they are solely responsible. The Committee in the 
development of this statement has benefited greatly firom the 
work of Professor Groves and other members of the research 
staff, but none of the latter will have any responsibility for 
the views expressed therein. 

The philosophy underlying the policy statement by the 
Research Committee will be basically the same as that 
expressed by Professor Groves. The policy statement will 
contain some specific recommendations which differ in minor 
resp>ects fix)m those proposed by Professor Groves. The dif- 
ferences will be explained in footnotes in the policy statement. 
The Committee believes that Professor Groves’s study repre- 
sents an outstanding contribution to the subject of taxation, 
and with certiun minor exceptions, it approves its condutions 
and recommendations. 

Ralph E. Flanders, Chairman 
Research Committee 

• viii • 
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INTRODUCTION 


T he founders of the Committee for Economic Development 
had the vision to provide for unbiased study of the economic 
problems involved in the attainment of high levels of employ- 
ment and production. They specified that all research 
should be thoroughly objective in character and that the 
approach in each instance should be from the standpoint of 
the general welfare and not from that of any special political 
or economic group. To implement this policy, they also 
stipulated in the by-laws that the Research Director should 
have control of the selecdon of research personnel and that the 
approval or disapproval of a report for publication should 
rest solely with a committee chosen firom the social scientists 
composing the Research Advisory Board. In practice, the 
members of this committee base their votes entirely on the 
general technical competence of the study; their approval for 
publication does not imply endorsement of all the author’s 
conclusions and recommendations. 

This is the first of the reports produced under these con- 
ditions. As the author has indicated, we are indebted to 
many persons for assistance and advice. In particular, the 
joint discussions by the Research Committee of businessmen 
and the Research Advisory Board of economists have been 
most stimulating and helpful. 

The research program of the Committee for Economic 
Development includes several studies of postwar transition 
problems and several studies of long-run, fundamental 
problems in achieving a high level of employment and produc- 
tion. A list of these will be foimd on peige 110. It is the 
hope and endeavor of the Research Staff to contribute to 
straight thinking on these crucial issues of economic policy. 

Theodore O. Ynteha 
Research Director 
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PREFACE 


T his report summarizes the major findmgs of part of a 
l£u:ger study of taxation and incentives now in progress. It 
deals only with certain aispects of federal postwtir tax problems. 
The final report will cover other aspects of the subject, includ- 
ing estimates of specific postwar financial requirements, 
recommended rates and exemptions, the incidence of the pro- 
posed tax system, quantitative characteristics of the income- 
tax base in relation to the national income, incentive tax 
proposals, and state and local taxation. The general outline 
of the recommendations here presented may be considered 
conclusive, but the details are tentative and subject to revi- 
sion in the final report. 

This project has been almost a collective undertaking, and 
full acknowledgment of contributions is impossible. Theo- 
dore O. Yntema, Research Director of the Committee for 
Economic Development, rendered invaluable assistance both 
in an advisory and an editorial capacity. Professors Henry C. 
Simons and William A. Paton as consultemts and Dean Glare 
Griffin as business administrator £uid consultant supplied 
many excellent suggestions. The Resecirch Committee, the 
Research Advisory Board, and the staff of the Committee for 
Economic Development discussed the report in its various 
stages of preparation, and this constzmt interchange of ideas 
proved most helpful. Many persons, including several 
members of these groups, read the manuscript to its great 
improvement. Acknowledgment of further assistance is due 
Sylvia Stone and Marion Goetz for editorial revision and 
Oscar Litterer and Edith Green for research assistance. 

While acknowledging these many contributions, the author 
assumes responsibility for the ideas here expressed. 

Harold M. Groves 

Madison, Wis., 

April , 1944. 
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I. SUMMARY OF MAJOR 
RECOMMENDATIONS AND 
CONCLUSIONS 

1. In recasting the federal tax system after the war, 
particular attention should be given to the development 
and preservation of adequate business incentives. This is 
essential because of the paramoimt interest in developing high 
levels of production and employment opportunity. These 
high levels will require, too, the maintenance of an adeqviate 
market. Attention to other fundamental interests, such as 
fairness and adequacy of revenue, is also necessary. A sound 
and sensible tax program must be based on a proper balance of 
all these interests. 

2. The duplication in corporate and personal income taxes 
should be eliminated by integrating the two levies. This can 
be done by confining the corporation tax to a withholding levy 
on dividends and an advance payment on income retained 
by the corporation for reinvestment. (The advance payment 
would be credited to the stockholder to apply on his personal 
tax liability if and when dividends were distributed or a capital 
gain were to occur through realization on the reinvestment 
when stock is transferred.) To avoid precipitous adjustments, 
the change could be made in several steps over a p>eriod of 
years. 

The elimination of this duplication in corporate and per- 
sonal taxes would result in a reduction of prices, or an increase 
in wages, or an increase in the peacetime rate of corporate 
profits, or some combination of these effects. Any or all of 
these results would encourage expansion of investment, out- 
put, and employment. Business incentives are impeded more 
by taxes imposed on business as such than by personal taxes 
levied on the investor. 
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Production^ Jobs and Taxes 

The advance payment on retained income at the with- 
holding rate would constitute current payment, in part, of 
personal taxes on such income. It would exert no pressure 
against the reinvestment of corporate earnings. 

While this proposal may be regturded as calling for the 
elimination of the corporate tax, it may abo be viewed as a 
reduction in personal taxes to the extent that they overlap 
corporation taxes. 

The change here recommended is supported by considera- 
tions of equity as well as by those of output. The argument 
to the contrary is based mainly on the untenable notion that 
imuiimate objects can bear taxes. 

3. An exemption from the advance payment on retained 
income, in the case of new independent manufacturing enter- 
prises of small size, should be provided (see page 44). This 
would help foster new investment and new competition. It 
woidd aid small business in raising equity capital, a process in 
which it is now handicapped by a serious competitive disad- 
vantage. This exemption could not be called a subsidy since, 
in the first place, it would involve only a postponement of 
taxes and, in the second place, it would correct an unfair 
competitive disadvantage rather than create an unfair com- 
petitive advantage. Many of the other changes here recom- 
mended would also be especially helpful to small and new 
enterprises. Provided that it does not subsidize smallness 
or penalize size as such, the tax system should be used 
insofar as feasible to ease the special difficulties of small 
business. 

4. The excess-profits tax should be rei>ealed soon after the 
end of the war, the repeal to take effect a year later. A 
peacetime excess-profits tax would penalize risk taking, mana- 
gerial efficiency, and irregularity of income. As a means of 
recapturing monopoly profits, it would be too crude an instru- 
ment to be recommended, and it might actually encourage 
monopoly. Profits taxes become incredibly complex and 
involve heavy compliance costs. Postponement of the effec- 

• 2 • 



Major Recommendations and Conclusions 

tive date of repeal would afford opportudity to continue 
inflation-control measures while they eire necessary. 

5. The declared-value capital-stock excess-profits tax com- 
bination should be repealed now. It adds nothing of positive 
value to the tax system, is inimical to small companies, and 
represents the kind of complication that might well be avoided 
in the future. 

6. A carry-over of at least six years for net business losses 
should be zillowed. Without such allowance, many income 
taxes are paid out of capital rather than income, as they often 
were during most of the depression years of the thirties when 
no carry-over at all was permitted. Fear of losses is often 
more of an impediment to business expansion than doubt 
concerning adequate positive profits. Allowance for losses 
should apply to unincorporated as well as incorporated 
business. 

7. More latitude in the timing of deductions for depreci- 
ation and obsolescence of plant and equipment should be 
allowed. The calculation of these expenses involves so many 
variables and unknowns that no precise determination is pos- 
sible. Less attention should be paid to the calendar year in 
accounting for income-tax purposes. This in itself would 
reduce the argument and litigation over the proper amounts 
of depreciation and obsolescence to be charged against the 
operations of any one period. Shortening the write-off 
period for these impairments of capital promotes economic 
progress by reducing resistance to the installation of improved 
equipment. Accelerated depreciation (as in the present 
5-year amortization provision for certain war capital) could 
be used to promote investment during a depression, and, in 
extreme cases, its me for such purposes is recommended. 

8. The personal income tax should be the mainstay of the 
postwar federal revenue system. A broad base and a high 
standard rate should be maintained after the war, and these 
features should be supported by withholding and by much 
stronger administration. Present rates and exemptions are 
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little if any above the levels that should have been applied 
before the war. The tax load for families in the lower income 
groups should be lightened by eliminating or reducing federal 
sales taxes. At present levels of federal excises, this relief can 
be substantial. A shift fiom business to personal taxes, by 
bringing tax burdens into the open and by extending the scope 
o£ the personal tax with its exemptions and progressive rates, 
will also benefit the recipients of lower incomes. Under the 
modifications here proposed, the tax system would be more 
widely and more positively progressive than it was before the 
war. 

9. Some moderation is warranted in the personal tax 
schedule as it applies to the upper and middle levels of income, 
where top rates are now as high as 90 per cent. To be con- 
sistent with the social interest in the investment of high 
incomes in risk-bearing securities, these rates should be 
reduced by a quarter or a third, or the higher rates should be 
confined to levels of income at which relatively small amounts 
of potential capital exist. More would be accomplished by 
plugging known loopholes in income taxation than by setting 
surtax rates so high that they defeat themselves. Some 
restraint in reducing surtaxes is required, however, if mainte- 
nance of an adequate standard rate is to win support. Sub- 
stantial progression in surtaxes is needed to give due weight 
to the valid interest in less inequality of income. It may 
seem unfair to call for the maintenance of standard rates at 
wartime levels and, at the same time, a reduction in surtax 
rates, but this recasting of relative rates is needed to correct 
a lopsided scale that prevailed before the war. Some com- 
pensation for the unbalanced revision can be made by 
strengthening death taxes and by eliminating income-tax 
loopholes. 

10. Tax exemption for income from government securities 
should be eliminated. The tax-exemption feature favors the 
most riskless investment. The principle of universality in the 
personal income tax, calling for the inclusion of all types of 
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Major Recommendations and Conclusions 

income in the base and measure of the tax, should be respected 
with as few exceptions as possible. The interests of two 
groups — state and local governments and present security 
holders — ^prevent plugging this loophole. Because of the 
artificial demand created for their secvurities by tax exemption, 
state and local governments are able to obtain their lo 2 m funds 
at very low rates of interest. Consequentiy, they oppose any 
change. Security holders who have purchased low-yielding 
state and local bonds on the assiunption that the privileged 
status of these secmities wovild continue also defend existing 
immunities. Interest on federal bonds (except on those issued 
before 1941, on which the federal government is bound by 
contract until a refunding occurs) is now taxable imder the 
federal law. Compensation for these vested interests might 
take the form of an allowance to state and local governments 
for increased interest required on new issues or an allowance 
to security holders to supplement interest payments, making 
up for the reduced interest attributable to the tax exemption 
now canceled. If such compensation should be necessary to 
rid us of tax-exempt bonds, the outlay would be well war- 
ranted. Ending tax exemption on new issues would be a 
step forward, but complete elimination of the exemption 
privilege is highly desirable. 

11. There should be no segregation or other limitation on 
the deductibility of capitsd losses, and net losses occasioned 
by such deductibility should be subject to carry-over privi- 
l^es. Either by averaging income over a period of years or 
by other feasible provisions (see pages 80, 85, 86), due allow- 
ance should be made for the fact that capital gains and losses 
often accrue over long periods; they should not be treated as 
though they rose from a single year’s operations. (A longer 
span for reckoning income-tax liability would also reduce tax 
avoidance by manipulation of capital losses.) A capital gain 
attributable to the reinvestment of corporate income is the 
equivalent of a delayed or liquidating dividend. Due credit 
should therefore be allowed for taxes already paid by the 
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corporation on such income. If adequate provisions are 
enacted for the averaging of personal income over a period of 
years, if full , credit is allowed for corporate taxes on undis- 
tributed profits, and if personal surtax rates are reduced to 
reasonable levels, then capital gains and losses can, and should, 
be treated for tax purposes like other income. Until these 
basic modifications, here recommended, are made in the tax 
laws, some form of segregation and special treatment of capit 2 d 
gains and losses will be’ desirable. 

Transfers at death or by gift should be considered as a 
realization of a gain or loss. Windfalls that might result from 
the sale of stocks at prices increased as a result of the integra- 
tion of the corporate and personal income taxes would be 
fully subject to the income tax as capital gains. 

12. The personal income tax should provide some periodic 
adjustments to eliminate or at least mitigate the discrimina- 
tion against the recipient of fluctuating as compared with 
stable income. The present system with its progressive rates 
greatly overtaxes the incomes of individuals whose earnings 
may be very high in one year and moderate or very low in 
another year. A system for mitigating this evil is here out- 
lined (see pages 85 to 86). That it adds a complication to 
the income tax cannot be denied. But the complication is 
well worth its cost and could be offset by many simplifica- 
tions that would involve little or no sacrifice of importemt 
interests. 

13. For death-tax purposes, estates should be appraised at 
their value at death or the amount realized in liquidation, 
whichever is lower. There would then be less reason for 
shifting investments to liquid assets in anticipation of the 
estates tax. 

14. Death taxes can and should be strengthened by plug- 
ging loopholes and by broadening the base of these levies. 
Estate and gift taxes should be integrated. Death tzixes 
probably afifect business incentives less than do immediate 
personal income taxes. Some strengthening of the estates tax 
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cam be regairded ais a desirable offset for a redudtion in income 
surtaxes. 

15. Postwau* federal! sades taxes, especiaiUy those on the 
necessities of life, are to be discouraged. They are objection- 
able from the standpoint of equity and threaten the enlarged 
market essentiail for the maiintenance of high-level px>stwair 
employment. By avoiding the personal discipline required 
in direct taxes, they are conducive to govemmentail 
extravagance. 

16. The exp)erience-rating feature of pay roll taixes (see 
pages 95-96) levied for unemployment compensation pro- 
vides a desirable incentive for stabilization of employment. 
This should not be eliminated by either state or federeil action. 

17. The 2-year C 2 irry-back of losses and the excess-profits- 
tax credit provided by the Revenue Act of 1942 should be 
retained in effect even though the excess-profits tax is rep)ealed. 
This is mainly in accord with the view that the measure of war 
profits should include war-caused px)stwar expenditures. 
Allowance of refunds before the end of the wair, in cases where 
need and validity of present or future claim are established, 
would facilitate reconversion. A modification of the carry- 
back system, p)ermitting war-caused pxjstwar expienses to be 
carried back directly (rather than as losses and profits-tax 
credits), should be given consideration. These changes would 
not preclude any sound development of cdlowances for spiecific 
reserves, such as for the fluctuation in the value of inventories. 
Allowance of these reserves and carry-backs is not a matter of 
avoiding taxes on war-caused or wartime profits but an 
attempt to appraise such earnings correcdy. 

18. An adequate fiscal program to avoid inflation both 
during and after the war is of paramount imp>ortance to busi- 
ness stability. To conserve the deferred purchasing pmwer 
essential to p)ostwar prosperity, prices must be kept under 
control. While no analysis of this problem in detail is pre- 
sented here, it is apparent that a pay-as-you-go federal budget 
program now would facilitate reconversion and the mainte- 
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nance of high levels of employment and production after 
the war. 

19. During the first few months after the close di the war, 
tax reductions, if any, should be conservative. This would 
ensure that tax changes would not aggravate an inflation prob- 
lem. In the period following, during which the economy will 
probably be subjected to its greatest strain of reorganization, 
the major modifications in the postwar tax system should be 
made. These modifications should counteract any tendencies 
toward diffidence. The peacetime budget should be balanced 
at reasonably high levels of income and employment, and it 
should at times produce a surplus. 

20. The modifications here recommended would work 
toward a tax system without duplication of taxes, moderate 
as to degree, universal in application, and free from special 
privileges. It is believed that a sensible and well-balsmced 
tax system is the best “incentive taxation.” 
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II. INTRODUCTION 

1. TAXES AND INCENTIVES 

A LMOST all economic thinking about the future starts with 
AX the vital need for high postwar levels of production and 
employment. As to this point, the Keynesians and the ortho* 
dox economists, the Beveridge Rep>ort and the National 
Association of Manufacturers — all are agreed. Our common 
objective is high, and progressively higher, standards of living 
and, as a means to this end, maximum opportunity to work 
and to engt^e in productive enterprise. 

The need for a high national income is apparent also in our 
public finances. Without stopping to itemize the account, 
we can accept as reasonable the estimates that our postwar 
federal expenditures will amount to some 20 billion dollars 
annually. This is huge in comparison with an outlay of 
9 billion dollars in 1939 and the maximiun tax-raising achieve- 
ment in any peacetime year (barring 1941) of 6 billion dollars 
in 1938. 

On the other hand, we now have a federal tax system capa- 
ble of producing currendy some 42 billion dollars of revenue. 
Moreover, part of the wardme tax structure is definitely of an 
emergency character. This means that a postwar overhauling 
of the tax system is both feasible and inevitable. 

In postwar tax reform it would be unwise to try to concoct 
a panacea for our economic ills. Such an attempt would do 
litde to correct, and in fact would help to perpetuate, other 
fundamental maladjxistments. Plans involving discrimina- 
tory rates of taxadon or special concessions to special classes 
of income would lead m where all efforts at special dispensa- 
tions lead — to administradve complexifies and polidcal 
log-rolling. 
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Taxation does influence production. By its effects on the 
motives that lead individuals or groups into production, it 
may become a rein or a spur. The effects may be positive 
if — in the face of new taxation — taxpayers exert more initi- 
ative, energy, and inventiveness in order to maintain stand- 
ards. Taxation may, however, by design or ineptitude, 
discourage initiative. Few propositions in public finance 
have more often been cited than the one which tells us that 
“the power to tax is the power to destroy.” By its relative 
weight on one form of economic activity as compared with 
another, taxadon may influence the choice of alternatives. If 
our objective is a dynamic and an expanding economy, our 
tax system should not discourage new ventures and the taking 
of risks.^ 

Giving particular attention to the impact of taxation upon 
production and employment does not mean neglecting other 
objectives of taxation, such as fairness or equity, or the ade- 
quacy of revenue yield. A sensible tax program must be 
based on a balance of all these considerations. Fairness, or 
equity, in taxation calls for reasonable classification and like 
treatment of those in like circiunstances. Beyond this, the 
term is associated with the concept of ability to pay or with a 
frank interest in reducing inequalities in the distribution of 
income or wealth. It cannot be denied that the desire for 
“equity” will at times conflict with concern for incentives. 
High surtaxes on personal income are a clear case of this con- 
flict. Where opposing interests clash, compromise becomes 
necessary. But there are a surprising number of important 
tax reforms that involve no clash of interests at all and that 
can be recommended in the neune of both equity and incen- 
tives. Usually there is no conflict between a tax program 
that nurtures production and one that seeks adequate revenues. 

^ Of coune, there is a distinction between gains that constitute a reward for 
wealth-creating activities and acquisition that occurs without the performance of 
any socially useful function. A soimd tax system need have solicitude only for 
the former. 
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2. HYPOTHESES CONCERNING TAXATION 
AND INCENTIVES 

The motives that lead men to venture their eamiixgs and 
their abilities in new undertakings are not easily catalogued. 
They are a blend of psychological and social, as well as eco- 
nomic, interests. Not all profit is monetary. Here we are 
mainly concerned with economic motivation. Much of what 
we know about this necessarily comes from observation and 
opinion which is not rigorously scientific. On the basis of such 
evidence, the following hypotheses are offered: 

1. Other things being equal, the higher the degree of 
taxation the more likely it is to affect economic motivation 
adversely. Certainly far less concern for incentives is required 
when taxation amoimts to one-eighth the national income 
than when it amounts to one-fourth. 

2. The /orm as well as the degree of taxation is important. 
Everyone knows that by skillful adjustment of a pack to the 
right location upon his back a hiker can carry a load that 
would otherwise be unbearable. Proper techniques of taxa- 
tion can likewise reduce its burden and its harmful effects upon 
the economy. 

3. Taxes levied directly upon business concerns as such are 
likely to restrain business activity more than taxes upon indi- 
vidu£ils. The significance of corporate production and of 
msmagement divorced from ownership must here be given due 
consideration. The interest of management in building a 
successful business may serve effectively as motivation even 
though the possibility of high net personal rewards to the 
stockholder is considerably limited. The effect of taxes on 
managerisd decisions will be certainly less direct and probably 
less substantial if levies are imposed on shareholders rather 
than on their companies. Managements will be rated and 
rewarded by what they deliver in terms of company earn- 
ings and not by what these gains mean net of tax to stock- 
holders. 
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4. Fear of losses is often of more concern to the businessman 
than the hope of a very high positive profit. 

5. The rate of tax on the marginal portion of profits or other 
income — ^the top bracket — ^may be of greater importance than 
the average effective rate of taxation. The application of the 
excess'profits tax at the margin is a case in point. This tax 
may not represent a high proportion of net income because 
of the credits allowed and because of the bracket system of 
graduation; but on any additional increment to income the 
tax may bear with great severity. It is the net increment of 
income after tax which is of vital importance in motivation, 
and it is the decision to seek or not to seek that increment 
which affects the volume of employment and production. 
(Thus a 90 per cent profits tax on the income in excess of a 
10 per cent return on capital may amotmt to very little in the 
aggregate for a concern that has an 1 1 |>er cent return, but it 
may discourage that company conclusively from seeking a 
return of 12 per cent.) 

6. The motivation to risk and initiate is probably more 
sensitive to attack than the motivation to work and manage. 
Leisure competes with work, to be siu’e, but liquid and rela- 
tively secure investments compete with more venturesome 
undertakings more effectively. Of course, the element of 
gambling is often attractive and the available supply of ven- 
turers is usually amazingly lai^e even though the chance for 
success in a given line of enterprise is slight and the mortality 
rate high. Probably the average rate of profit in venturesome 
undertakings need not be high. But there must be some 
substantial prizes to be won. 

7. Other things being equal, imcertainty and the frequent 
change of the tax laws are inimical to business activity. In 
this connection it may be observed that the federal tax laws 
have been overhauled some eighteen times in the last thirty 
years. Some of this is the price we pay for democracy. And 
while one is suggesting further modifications, one cannot stand 
too staunchly for a program leaving tax laws undisturbed ! 
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Nevertheless, a presumption favoring stability in taxation may 
be recognized. Retroactive changes, precluding the possi- 
bility of corresponding business adjustments, are particularly 
bad. 

8. Commitments for business expansion depend on antici- 
pation of the future. Present experience is important mainly 
as an indication of future prospects. Tax reductions which 
are definitely expected may be as stimulating as those which 
are already realized. 

9. Ordinarily, a tax pn^am will facilitate production if it 
leaves business decisions as much as possible to business dis- 
cretion. Tax consequences enter very heavily into many 
business decisions at the present time. The decisions to op>er- 
ate as a corporation or a partnership, to distribute dividends 
or reinvest earnings, to finance with stocks or bonds, and 
so on, are all likely to be greatly influenced by “advice of 
counsel” as to the tax consequences. Much of this influence 
is without any claim to a desirable social objective, although 
there are, no doubt, cases where the modification of business 
behavior at the behest of the tax system is in the social interest. 
The tax system cannot be entirely neutral in its effects on busi- 
ness decisions, but a strong presumption in favor of as little 
interference as necessary may be recognized. Tax prefer- 
ments as well as penalties are suspect. In any case, this is 
not the time to plant a new crop of tax subsidies when the 
principal task is to weed out the discriminations (largely 
unintended) in the tax system as it stands. 

During recent years considerable support for “incentive 
taxation” has developed. This term is used to cover a variety 
of proposals providing preferred treatment for income from 
business enterprise and establishing rewards and penalties 
considered appropriate to stimulate output. Some of these 
proposals might accomplish their objectives, but in general 
they do not seem promising for the following reasons: 

1. The economic system in its normal operation should 
generate opportunities and incentives for enterprise. If, 

• 13 • 



Production, Jobs and Taxes 

under a fair and sensible tax system, it fails to do so, the real 
causes of difficulty should be sought out and the appropriate 
remedies applied.* 

2. A system bovmties and penalties, politically chosen 
and imposed, is too liable to perversion that can seriously 
impede the proper functioning of the economy. 

3. That business confidence can be fostered by “taxing 
diffidence” is, to say the least, highly doubtful. 

4. Subsidies for some business are likely to be at the expense 
of other business — a process resulting in much unfairness and 
no net gain in initiative. 

An economy run by its tax system is indeed the tail wagging 
the dog! 

Morale is a large factor in business motivation, tmd morale 
is supported by a sense of fair play and stability in government- 
business relations. Furthermore, the quantity and particu- 
larly the quality of governmental expenditures have a bearing 
on economic incentives. These are large and engaging sub- 
jects, but they cannot be covered in this report. 

3. BACKGROUND OF THE FEDERAL TAX PROBLEM 

During much of our history, the federal government relied 
principally on tariffs and excises to provide its revenue. 
Income and inheritance taxes were not introduced until 
shortly before our entrance into the First World War. These 
taxes, at first very moderately employed, were pushed into 
high gear to finance the war. To them were added the excess- 
profits taxes. These business taxes — the corporate income 
and excess-profits tax — produced what was then regarded as 
extremely high financial returns to the government, 3.16 

^ Such as reestablishment of balanced international trade and financial rela- 
tions; agricultural adjustment, both to the domestic and to the world situation; 
relations of labor and management; maintenance of an effective balance between 
consumption and productive capacity; and the effective cooperation between 
government and industry. (This list was suggested in Harold G. Moulton and 
Karl Schlotterbeck, Collapse or Boom at the End of the War, The Brookings Institu- 
tion, Washington, D.C., 1942.) 
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billion dollars in 1918. After the weir the excess-profits tax 
was repealed; and during the twenties the personal income-tax 
rates were, in successive acts, substantially reduced. In spite 
of these reductions, a balanced budget was maintained, and 
the debt was cut more than a third. 

The finemcial upheaval of the thirties brought increased tax 
rates, but revenues did not increase sufficiently to bailance the 
budget. New taxes included an excess-profits capital-stock 
tax on corporations. This was based on the declared value of 
capital stock and amounted to an additional levy on net 
income, “estimated” in advjmce. An undistributed-profits 
tax was introduced in 1936 but was greatly reduced in 1938 
and abandoned in 1939. Pay roll taxes to finance social 
security were initiated in 1935. 

As the system stood in 1939, the personal income tax carried 
a personal exemption of $2500 for a married couple, a normal 
rate of 4 per cent, and a maximum surtax rate of 75 per cent 
on income in excess of $5,000,000. The corporation rate was 
graduated from 12^^ to 19 per cent. Together these two 
taxes produced about 40 per cent of federal revenue. Con- 
sumption taxes (mainly excises on liquor and tobacco) con- 
tinued to occupy an important place, supplying 29 per cent 
of the revenue. More was collected from liquor and tobacco 
taxes than from the personal income tax! Pay roll taxes 
added 14 per cent to the revenue. Import tariffs had faded 
to an inconsequential fisced role; and the estates tax, with a 
high top rate of 70 per cent, was also relatively insignificant 
as a revenue producer. 

The present war has brought tax increases all along the 
line. Personal exemptions in the personal income tax have 
been substantially reduced (from $2500 to $1200 for a married 
couple), and the number of income-tax payers has increased 
from 4 to about 50 millions. Bottom rates on taxable income 
have risen to about 22 per cent compared with 4 per cent in 
1939, and top rates range to about 90 per cent on income in 
excess of $200,000. Business taxes mount to a top corporation 
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normal and surtax of 40 per cent in addition to an excess- 
profits tax of 95 per cent. Neither business tax is deductible 
in calculating the other, but excess-profits net income is not 
subject to the corporation tax, an over-all limitation of 80 per 
cent is allowed, and 10 per cent of excess-profits taxes is ear- 

TABLE I 

EffmiATBD Annual Revenue Yield op Federal Taxes under the 1944 Act 
AT 1944 Level of Income* 

(In millions of dollars) 


Estimated 

Taxes Reverms 

Corporation taxes: 

Capital stock $ 400 . 0 

Declared-value excess profits 104.7 

Excess profits 10,042 . 5 

Income 4,819.2 

Total 115,366.4 

Personal taxes: 

Income $17,955. 8 1 

Estate 522.4 

Gift 40.2 

Total 18,518.4 

Social-security taxes: 

Total employment taxes $ 2,160.3 2,160.3 

Other taxes: 

Customs $ 400.0 

Excises — commodities and services 5,094 . 0 

Miscellaneous 1,124,2 

Total 6,618.2 

Grand total $42,663 . 3 


* Source: “Revenue ReviiUm of 1943,” Honse Ways and Means Committee Hearings, pp. 53-55. As 
modified by treasury estimates of changes resulting from the 1 944 act. 

t Some portion of this sum, possibly 1.5 billion dollars, will be due to overlapping collections 
from the 1942 and 1943 incomes. 

marked as a postwar credit. The excess-profits tax is levied 
on the excess of current profits over prewar earnings or a 
percentage return on capital, whichever is higher. Out of 42 
billion dollars of estimated revenue for a full year’s operation 
of the present federal tax system,^ the corporate-profits and 
income taxes will produce some 15 billion dollars and the 

>8eeT«bkl. 
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personal income tax some 18 billion dollars (including 1.5 
billion attributable to overlapping payments attending the 
introduction of more current collection). 

So much by way of a brief introduction to our subject. The 
following chapters seek to outline ways and means for recasting 
the postwar federal revenue system in the interest of high 
production and employment. No attempt is made to cover 
all elements in the federal tax system or all problems of federal 
taxation. The discussion is confined to major issues involved 
in the problem here singled out for attention. 
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III. INTEGRATION OF CORPORATE 
AND PERSONAL TAXES 


1. HISTORICAL SURVEY 

T he first federal income tax, introduced in 1913, used the 
corporation income tax chiefly as a withholding levy. 
The rate of tax on corporate income was the same as the 
normal rate of the personal income tax. Dividends were 
exempted firom the normal personal tax. Thus double taxa- 
tion was avoided. This policy continued through the First 
World War, although both the normal and the corporate 
rates were raised to 12 per cent during this period. In the 
early twenties the relationship between the two taxes was 
broken when the corporate rate was raised to 12}^ per cent 
and later to still higher figures, while the normal personal tax 
was reduced to 8 per cent and subsequently to lower levels. 
In 1936, when dividends were made subject to the normal 
tax, the divorce between the two levies was completed. What 
had once been a withholding levy was thus converted into a 
full-fledged business tax. Both before and during the Second 
World War the trend in federal taxation has been to rely 
heavily on taxation of business as such. 

2. CRITICAL ANALYSIS OF THE PRESENT SYSTEM 

AND TREND 

The following analysis leads to the conclusion that the 
duplication in the corporate and personal income taxes should 
be eliminated by integrating the two levies. 

A. The ‘^TheoreticaT* Basis of a Business Tax, 

While Plausible, Is Inconclusive 

A plausible case for business taxes is made by public-finance 
writers who (mint out that these taxes are an appropriate 
return for benefits received by corporations from government 
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and for the special privileges that corporations enjoy. More- 
over, they argue that corporations have abilify to pay quite 
apart from that of their stockholders and that business taxation 
affords a needed instrument of social control. “The strictly 
personal or individual concept of ability to pay must be supple- 
mented by an impersonal or group concept of it.” It is also 
pointed out that no direct relation exists between the volume 
of business and the value of property employed; there may be 
much property with little business, amd vice versa. Accord- 
ingly, business taxes based on volume are said to be needed to 
supplement the property tax.* These views are not accepted 
by all public-finamce writers. Some of them are unable to 
make any sense out of the corporate levy and see in the com- 
bination of a federal corporate income tax and the taxation 
of dividends to stockholders a clear case of duplication, con- 
fusion, and discrimination.* 

In the author’s view, such a “theoretical” approach in 
terms of benefits, privileges, and abilities provides no definitive 
answer to the question: Should business as such be taxed? 
The reed answer must be sought by analyzing the effects and inddence 
of business taxes. 

Most of the benefits of government are provided in the 
common interest and are not subject to apportionment. The 
benefit theory offers support for taxation in general, but it 
provides no satisfactory clue as to how taxes should be dis- 
tributed. Relevant here is the conclusion of E. R. A. Selig- 
man* that taxes are “compulsory contributions to defiray the 
expenses incurred in the common interest, without any refer- 
ence to particular advantages accruing to the taxpayer.” 

^ See T. S. Adams, “The Taxation of Business,” Proceedings of the National 
Tax Association^ 1917, pp. 185-194; Gerhard Colm, “Conflicting Theories of 
Corporate Income Taxation,” Law and Contemporary Problems, Duke University, 
pp. 281-290; 1940, Paul Studenski, “Toward a Theory of Business Taxation,” 
Journal of Political Economy, Vol. XLVIII, No. 5, 1940, pp. 621-654. 

* Roswell Magill, The Impact of Federal Taxes, Columbia University Press, New 
York, 1943. 

* £. R. A. Seligman, Essays in Taxation, 10th ed.. The Macmillan Company, 
New York, 1925, p. 415. 
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Certainly business would not get far in the anarchy that 
would prevail without government, but neither would the 
wage earner, professional man, or any other citizen. There 
are cases of special benefit, to be sure, but these are usually 
financed by special assessments. In general, however, there 
is no calculus by which to determine what proportion of either 
the cost or the benefit of government can be justly attributed 
to each taxpayer. It is impossible to say in what degree 
various taxpayers benefit firom a battleship. 

In the last analysis, all taxes come out of the income or 
capital (actual or potential) of individuals. Tax burdens can- 
not be borne by inanimate objects. Will division among 
individuals be more equitable or otherwise more desirable if 
business taxes are levied? This is the important question, 
and in searching for the answer one gets little guidance firom a 
consideration of benefits. 

Specific schemes of business taxation based upon the benefit 
theory are usually vulnerable to attack on the score that they 
involve arbitrary classification. The corporate net income 
tax takes no accoimt of the fact that corporations enjoy the 
favorable environment created by government whether or not 
they show a net profit. A gross income tax would therefore 
seem to be more in harmony with the theory. But a gross 
income tax encounters a multitude of variables among corpo- 
rations, and many of these variables would have a bearing on 
benefit accounting. A business levy confined to corporations 
can hardly be supported in the name of benefits; yet if the 
tax is broadened to cover all business, how shall “business” 
be defined? Shall it include farmers? Professional people? 
Wage earners? “Coupon-clippers”? For all the guidance 
we get from the benefit theory, we might resolve the problem 
by taxing all individuals twice on their personal income, once 
for the benefits enjoyed in production and once for benefits 
enjoyed as consumers. 

It is not at all clear that we should distribute federal taxes 
according to benefits even if we could. A case can be made 
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for pricing governmental services according to the income 
level of the beneficiary rather than according to the value of 
the service. The benefit theory is widely applied and firmly 
entrenched in the tax systems of state and loczd governments, 
where circumstances allow less choice than that enjoyed by the 
federal government. (The latter has greater power to borrow, 
is free from threats of taxpayer migration, and need have no 
fear of unequal competition.) The federal government might 
well reject this method of tax apportionment even if it had a 
feasible means of applying it. 

Corporations do receive a special privilege in the grant of 
the right to operate as limited-liability associations. This is 
the basis of many franchise taxes that now confiise and compli- 
cate the tax systems of many units of government. Under 
modem general incorporation laws, however, this privilege 
is available for the asking. If competition were effective, the 
value of this privilege would be reduced to zero. It is true 
that competition is not that efficient, but corporation taxes 
make no pretense of measuring the results of monopolistic 
practices. Granted that there is some value to the privil^e 
of incorporation, what this value is in any given case is entirely 
a matter of guesswork. Moreover, the states, not the federal 
government, grant most corporation franchises. 

It is plausibly contended that business entities have ability 
to pay independent of that of their stockholders. Businesses 
do have one important ability in this respect, namely, the 
power to meet tax bills. And businesses undoubtedly differ 
among themselves in this regard. But ag2iin the weakness in 
this approach is apparent when specific application is 
attempted. For example, if ability to pay is to serve as the 
basis of a corporate income tax, can the ratio of earnings 
to capital invested be ignored? If the answer is negative, 
we are plunged into the realm of excess-profits taxation. Then 
the question arises: Can we accept the ratio of income to 
capital as a measure of ability without attention to the varying 
degree of risk involved in producing the income? Confronted 
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by the obvious impracticability of making due allowance for 
risk, we return to the question of whether, since all taxes are 
finally borne by individuals, we gain anything from the stand- 
point of ability to pay by levying on individuals indirectly 
through business taxes. 

Extended consideration cannot be given here to the use of 
business taxes for social control. The graduated corporation 
tax may, through its differentials, aid small business. Because 
of their place in the life of small communities and because of 
their possible value as a check upon monopoly, small com- 
panies have a claim for special consideration. However, small 
business should not be confused with new business or with 
competitive business, either of which may be a more suitable 
object of socisd concern. Moreover, the graduated corpo- 
ration tax aids not only small business but also large business 
with a small income. The tax on intercorporate dividends 
discourages holding companies and intercorporate investment, 
but it fails to distinguish between “good” and “bad” holding 
companies. And there are, of course, other ways of aiding 
small business and policing holding companies. Corporate 
taxation has been supported on the groxmd that it checks 
concentration of control by preventing corporations from 
becoming too large; but there is no convincing evidence that 
the tax has been at all successful in this role. The conclusion 
is that taxation of corporate income is not sufficiently dis- 
criminating or otherwise valuable for socied control to warrant 
its retention on this ground alone. 

B. Incidence of the Corporate Income Tax 

The view that the incidence, or final burden, of the corpo- 
rate income tax falls on the stockholders is widely held and is 
claimed to be in accord with the dictates of common sense. 
But many businessmen and a considerable number of theorists 
disagree, holding that the tax is shifted, at least in part, and 
that a reduction in the tax would mean a fall in prices. A few 
go so far as to call the levy a sales tax in disguise. Others 
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hold that wages are also affected by the tax. No useful pur- 
pose would be served by reviewing either the intricate theory 
involved in dealing with this question of incidence or the 
“polls of opinion” that have been taken concerning the proper 
answer. ^ Suffice it to say that no certain conclusion is possible 
and that not improbably the burden is divided at least 
between stockholders and consumers. 

One of the weakest spots in the armor of business mxes is the 
obscurity of their incidence. This is less true of the corporate 
net income tax than of other business levies; but, as already 
explained, there is much doubt as to the ultimate distribution 
of burden even in the case of levies on net business income. 
When the ultimate bearers of the burden and the degree of 
their ptirticipation are uncertain, it is hairdly possible to 
appraise a tax. If neither the benefits for which compensation 
is sought nor the ultimate bxirden of the tax is discernible, the 
principal characteristic of the levy would seem to be the thick 
cloud of confusion that hangs over it. 

The incidence of the corporate income tax is either on the 
stockholders or on some other element involved in the eco- 
nomic process, possibly wage earners, though more probably 
consumers. If it falls on wage earners or consumers, there 
can be no particular logic or equity in the tax, and “happen- 
stance” will determine the division. If the burden is on the 
stockholders, not only are they being taxed twice, but the 
division among them is certain to be prejudicial to small 
stockholders. An impersonzd tax takes no account of the 
circumstances of the stockholders. The fallacy of the corpo- 
ration tax arises from treating corporations as though they 
were persons and as though it were possible for business 
entities to bear a taix in their own right. 

*See National Industrial Conference Board, The Shifting and ^icls of tht 
Federd Corporation Income Tax, Vol. 1, 1928; Report oj the Committee on National Debt 
and Taxation, London, 1927; £. R. A. Seligman, Income Taxes and the Price 
Level,*’ Academy oJ Political Science Proceedings, Vol. XI, 1924, pp. 3-23; Dennis H. 
Robertson, Economic Fragments, P. S. King & Son, Ltd., London, 1931, pp. 23-41. 
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C. Effects of the Corporate Tax upon Incentives 

As previously stated, the common conclusion that the 
corporate tax is borne by the stockholders involves the corol- 
lary that two income taxes are imposed on the profit element 
in income, whereas only one is imposed on most other income. 
The use of a corporate tax along with the full personal tax 
on dividends puts a special penalty upon risk-taking. The 
results of this double bimien at present top rates and at the 
margin of income can be seen in Table II. 

TABLE II 

The Effect on Investment Yields of a Profits Tax of 80 Per Cent and a 
Personal Income Tax of 90 Per Cent at Their Maximum Effectiveness* 
(Yield expressed as per cent of corporate investment) 


* Ratef nwimcd are approximately the maximum provided in the present federal law. 

There is reason to believe that decisions concerning pro- 
duction and expansion are infiuenced more by mems^ement’s 
interest in the company’s earning record than by hope of a 
high return for investors. Managers are extremely and some- 
times irrationally interested in the growth of their compzinies, 
and much of the satisfaction derived from business activity is 
linked to the standing of the company and not to the size of the 
return to stockholders. To relieve the tax system of repressive 
effects, first attention should go to the active businessman as 
such ; less concern is required for the pzissive investor. Of course, 
businesses must have capital, and venturesome enterprises 
will encounter a scarcity of funds if the rewards to investors 
are too limited. But mam^ement can often get the means as 
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well as the incentive to expand from the earnings of the busi- 
ness unit The company’s success, with which msmagement 
identifies personzil success, is measured first by corporate net 
earnings, next by dividends, and least by dividends net of 
personal tax. 

If business taxes do reduce investment, employment, and 
national income, and other taxes can be found that would not 
do this, then the price we pay for business taxes is too high. 
Their elimination would mean higher personal incomes, a 
larger tax base, and greater general welfare. 

D. Bond versus Stock Financing 

The duplication of taxes, previously discussed, applies only 
to investment in stocks. A dollar of income that is earmarked 
for the bondholder is paid to him in full, but the profit dollar 
that is earmailced for the stockholder is, in effect, cut to 
60 cents. This encoturages corporations to issue bonds instead 
of stock. \ 

That the present discrimination is substantial and that it 
does exercise an unfortunate influence upon corporate and 
individu 2 il decisions in many cases is confirmed by accountants 
and others close to corporate financing. Obviously if a 
company pays out to bondholders half its net income (before 
federal taxes and the payment of interest), it can save half the 
corporate tax that would be due were the company to finance 
itself exclusively with stock. The higher the effective rate 
of the corporation tax, the greater the saving. With a 40 per 
cent effective tax rate and average earnings of 5 per cent on 
capital and with a distribution of half of net operating income 
to bondholders, the saving would amount to 1 per cent on the 
capital (5 per cent X 50 per cent X 40 per cent = 1 per cent). 

The imdesirable effects of excessive bond financing have 
been described as follows:^ 

Heavy fixed (or floating) debt is obviously, undesirable for the 
single enterprise in an unstable economy or industry. Any tempo- 

^ Henry G. Simons, memorandum submitted to the author. 
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rary adversity is likely to produce insolvency, with grave losses, not 
only for the stockholders but also for senior securities and the enter- 
prise as a whole, through the great costs of reorganization and the 
inevitable disturbances of operations and business relations which 
insolvency involves. Moreover, even if technical insolvency and 
reorganization are avoided, the enterprise and the whole economy 
may gravely be damaged by the practices necessary in avoiding it. 
Thus, physical properties may be abused merely to prolong technical, 
legal solvency, to avoid definitive squeezing out of shareholders, 
management, or ‘‘control” in bankruptcy or reorganization, and 
thus to gamble (with nothing to lose!) on remotely favorable con- 
tingencies. The physical plant may thus be “bled white” to meet 
current obligations, especially interest payment and bond maturi- 
ties, in the pursuit of mere liquidity. 

These things are doubtless widely understood. What is less 
clearly apprehended is the aggravated instability of the whole 
economy, and the obstacle to deliberate monetary stabilization, 
which corporate debt structures produce in their aggregate. It 
should be obvious what desperate and frantic struggles for corporate 
liquidity mean in total where the economy has slipped into general 
recession which, debt structures apart, might prove innocuous and 
short-lived. They may well mean the difference between a mild 
recession and a precipitous, catastrophic deflation. 

There is wide support for the view that it is undesirable to 
use the credit relationship in business transactions otherwise 
than to facilitate current operations. According to this view, 
business should operate without long-term dollar contracts 
and avoid the dangers of insolvency and speculation in the 
value of money that such contracts entail. 

The Securities and Exchange Commission and state utility 
commissions call constandy for a reduction in bonded debt, 
but they are shouted down by a tax system that has exactly 
the opposite bias. 

The discrimination that favors bond financing could be 
removed by taxing the op)erating income of corporations 
(including the bond interest) instead of the net income. This 
alleged solution is supported by many competent critics, who 
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maintain that the distinction between stock and debtor capital 
is not one that should be recognized by the tax system. In 
the development of the large, quasi-public corporation, it is 
said, the distinction between oreditors and stockholders has 
become bliured and that between bondholders and preferred 
stockholders has largely disappeared. However, a tax on net 
operating income could and would force some concerns into 
bankruptcy. On the other hand, since part of the income 
tax would fall on an element of cost as distinguished from final 
profit, part of the tax would be more easily shifted to the con- 
sumer. Moreover, if net operating income were to become 
the base of the tax, should not rent paid as well as interest paid 
be disallowed as a deduction? And why stop with rent paid? 
Why not disallow the deduction of all expenses and have a 
gross income tax? 

Another objection to the taxation of operating income is 
that the transition to such a basis would involve many diffi- 
culties. Since much financing is on a long-term basis, this 
transition would need to be gradual, and even then adjust- 
ments might prove very disturbing to the finance and business 
structure. 

A more sensible approach to the problem of eliminating the 
discrimination between stock and bond financing would be 
to move in the opposite direction — ^that is, to allow a credit 
against either the corporation or the personal tax for the ele- 
ment of duplication. This would mean that, whether the 
corporation were finemced with stocks or bonds, its earnings 
would be subject to only one tax. 

E. Equity of the Corporate Tax 

It has been shown that the duplication of personal and 
corporate taxes rests with special weight upon the profit ele- 
ment in income. Since profits tend to be concentrated in the 
higher income brackets, the steeply graduated personal tax 
places an average tax burden on profits in excess of that on 
other income elements. This is justified as a necessary anti- 
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dote for concentration in income distribution, but questions 
may be raised as to whether the progression should be com- 
poimded by doubling up the corporation and individual taxes. 

The corporation income tax is as unsatisfactory to those 
whose principal interest is in the fairness of the tax system as 
to those whose principal concern is for incentives. As we 
have seen, an unknown but probably considerable part of this 
tax becomes an element in prices and is paid by consumers in 
haphrtzard amounts and proportions. Moreover, the tax is 
necessarily impersonal in character and makes no differentia* 
don among stockholders according to income status. The 
small stockholder, sometimes mainly dependent upon a small 
income firom stocks, is subjected to the same treatment as the 
wealthy investor. Extractions from income at the level of 
corporate earnings cannot again appear in the base of the 
personal tax. It would be better for all concerned were all 
income to run the gantlet of the tax system only once and at 
the personal level. Here it could be taxed as severely as the 
neecb of the government and the interest in equalizing the 
distribution of income might require. 

Some justification for corporate income taxation might be 
based on the fact that corporations often reinvest a consider- 
able portion of their earnings and that this income might 
escape the tax system entirely were it not for the corporation 
tax. The problem of taxing undistributed earnings under 
the income tax, one of the most difficult in the field of taxation, 
will be considered shortly. It should be observed, however, 
that the present system, levying two taxes on the distributed 
portion of earnings and one undifferentiated impersonal tax 
on the undistributed portion, is an exceedingly crude and 
unsatisfactory solution of the problem. 

F. Other Considerations 

Business taxation has had perhaps its strongest support on 
the score that it is necessziry in order to raise adequate revenue. 
This point will be examined in more detail later. The fiscal 
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necessity of business taxes is not at all established. In spite 
of heavy governmental costs, the British managed without an 
independent business tax until 1937 and employed it there- 
after only at the nominal rate of 5 per cent. 

Duplication of corporate and personal taxes at the state 
level (where it often but by no means universally occurs) is 
less difficult to defend than that at the federal level. In state 
tax systems, the corporate levy reaches the net income of 
absentee investors, and the inclusion of dividends in the indi- 
vidual tax bases is necessary for the fair application of the 
personal tax. Even here, however, a credit for corporation 
taxes could and should be allowed in the state where dividends 
are received. 

These considerations lead to the conclusion that corporate 
and personal taxes should be entirely (or at least largely) 
integrated. No prospective modification of the tax system 
rests on firmer ground, and none is more important. Integra- 
tion of corporate and personal taxes can be viewed as the 
elimination of the corporate levy, but it also constitutes a very 
substantial reduction in the personal income tax. The 
theoretical basis of a business teix, while plausible, is incon- 
clusive; its incidence is uncertain and confusing; and its effects 
are unduly repressive and discriminatory. The strongest case 
for the tax rests on the ground that it yields well and that 
certain possible substitutes are worse. But this is hardly suffi- 
cient justification for its use, especially since there are accepta- 
ble alternatives that can supply the required revenue. It 
must be recognized, however, that any integration program 
runs head on into the tax treatment of undistributed profits, 
a problem to which we now turn our attention. 

3. UNDISTRIBUTED PROFITS 
A. Cause for Action — Discrimination 

Disinterested critics are generally agreed that the present 
tax treatment of undistributed corporate earnings is unsatis- 
factory. The present system applies two taxes to income that 
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passes through the corporation and one to income that is 
reinvested by the company. It allows an individual to 
become indefinitely rich for an indefinite period without pay- 
ing any personal income tax. To be sure, the tax system may 
“catch up” with such an individual through the taxation of 
realized capital gains or through application of the death tax 
to his estate, but the realization of capital gains can be post- 
poned as long as stock continues to be owned by the same 
stockholder. It may be further postponed as long as the stock 
is retained by the heirs oH the original owner or the heirs of 
the heirs, and so on.^ The death tax is only a delayed and 
partud compensation for privileges enjoyed in the application 
of the tax system dining the life of the deceased. Thus a 
strong case in terms of equity can be made for a relatively 
more rigorous application of the tax system to undistributed 
profits. In addition, the apparent necessity for at least one 
levy on undistributed earnings has been used to justify the 
unfortunate duplication of corporate and personal levies. 

B. Cause for Action — Avoidance 

The present treatment of undistributed corporate income 
is also objectionable on the ground that it is an open invitation 
to tax avoidance. Why should corporations declare dividends 
beyond the consumption needs of their stockholders, when to 
do so involves much heavier taxes than if management were 
to do the investing for them? 

Various devices have been introduced into the tax laws to 
check this obvious leakage. Since the inauguration of the 
federal tax, the possibility of using a corporation 2is a “savings 
bank” to avoid personal income surtaxes has been recognized. 
Special taxes have been designed to prevent this practice. 

^ Moreover, as the law is at present applied, the basis for the gain in the hands 
of an heir is not the basis of the decedent; nor is the basis for a donee necessarily 
that of the donor. In the first case, the value at the time of the death transfer 
serves as the new basu; in the latter case, the basis used is that in the hands of the 
d o n o r in the case of a gain and the donor’s basis or the value at the time of the 
transfer, whichever is lower, in the case of a lots. 
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The acts that were passed prior to 1921 did not attempt to 
attack the problem through the corporation i^lf but rather 
chose to strike directly at the stockholders. This they did by 
taxing the stockholders (of companies improperly accumu- 
lating surplus) on their respective prorata shares of the corpo- 
ration’s earnings. In 1920, however, the Supreme Court 
decision in Eisner v. Macomber^ raised some doubt as to the 
constitutionality of this method. The 1921 Act and subse- 
quent acts have imposed “penalty” tax rates for improper 
accumulation directly on the corporation. 

The problem of protecting the revenue without thwarting 
legitimate corporate expansion is a delicate one. Section 102 
of the revenue laws, considerably strengthened by the 1938 
Act, makes accumulation of surplus beyond the reasonable 
needs of the business the equivalent of t 2 ix avoidance unless 
the corporation, by a clear preponderance of the evidence, 
proves the contrary. Investment in assets having no reason- 
able connection with the business is usually ground for apply- 
ing Section 102 of the law. But it is generally recognized that 
this feature of the revenue laws is feeble.* Corporate rein- 
vestment is typically the result of mixed motives, and a plausi- 
ble defense for it is usually not very difficult to discover. 
Logically, avoidance attends all corporate reinvestment 
regardless of how legitimate it may be. From the point of 
view of all parties concerned, the uncertainties connected 
with this whole procedure are thoroughly bad. Moreover, 
the administration of Section 102 may interfere with legiti- 
mate attempts to develop liquid corporate reserves.* 

»252 U.S. 189 (1920). 

* The reaction of one competent critic to the experience with this feature of the 
law is as follows: ‘‘Through most of our history this approach has just been a 
farce and beginning in 1938 it began to be an unmitigated nuisance.*’ At one 
time the Packard Motor Company had a $14,400,000 investment in government 
bonds. There was nothing improper in this, and the liquid reserve enabled the 
company to weather adversity and to maintain its financial and operating strength 
while sldfdng production to low-priced cars. 

*The attempt to apply penalty rates of tax is irrational and oppressive on 
■m^ll stockholders. The procedure followed before 1921 was much better and 
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Another means of preventing improper accumulation of 
reinvested fimds is to create a separate tax classification for 
companies designated as “person 2 d holding companies.” 
This was begim in 1934 and has been continued in later acts. 
The classification includes closely held companies engaged 
very largely in the investment business. The concerns so 
classed are subject to a special and severe corporation tax. 
In contrast with Section 102, liability in the case of this special 
type of company is a matter of objective facts and not one of 
motivation. Early laws contained loopholes, such as the 
exclusion of rent, in determining the portion of the business 
to be classed as “investment.” These were plugged in later 
legislation. However, the line between “personal holding 
companies” and “near-personal holding compzinies” is neces- 
sarily arbitrary. A great improvement in this field (applying 
to both holding companies and those subject to Section 102 
penalties) could be made by requiring the stockholders of 
these companies to be taxed (as is now the case with foreign 
personal holding companies) on their prorata share of undis- 
tributed income. This would avoid pressure to distribute 
earnings and would apply tax burdens most equitably among 
stockholders. The option of using the prorata method should 
be open to all concerns at all times. 

C. Social and Economic Effects of Corporate Saving 

The social and economic effects of corporate saving is a 
broad subject and one that gives rise to controversy at many 
points. Only a brief inquiry into some of the issues involved 

that of Canada still better. The Canadian system provides that if, in the judg- 
ment of the Minister of National Revenue, the accumulation is unreasonable, he 
may notify the corporation to that efiect and may designate the amount which 
he deems excessive. If this amoimt is not distributed during the year in which 
the notice is given, the shareholders are presumed to have received it as a dividend 
on the last day of the tax year and are taxed accm’dingly. 

Harry J. Rudick, “Section 102 and the Personal Holding Company Provisions 
of the Internal Revenue Code,” Tale Law Journal, Vol. XLIX, p. 171, 1939. 

See also Canadian Inarm War Tax Act, Part IV, Chap. 97, Sec. 13, Revised 
Sututes, 1927. 
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can be attempted here. There is a difference of opinion 
among students of corporation finance as to whether the preS’ 
ent power of management to invest corporate earnings, subject 
to a relatively weak indirect control of the stockholder, is in 
the social interest. Those opposed to corporate reinvestment 
of earnings argue that the temptation for management to gain 
power and prestige with other people’s money is very strong 
and that the present system is not conducive to the best alloca* 
tion of resources. Reinvestment enables the firm to avoid 
exposing its plans to the test of the market. In reply, it has 
been pointed out that many investors give inadequate weight 
in their decisions to the long>run interests of their company 
and, particularly, that they imderrate the reserves needed for 
business stability. Some contend that corporate savings 
aggravate a tendency toward overexpzmsion of productive 
equipment and that this creates depressions. The answer 
offered to this is that even more investment is needed in order 
to provide full employment. In addition, it is said that 
reserves mitigate the business cycle because they enable corpo- 
rations to continue payments for wages, materials, taxes, and so 
forth, during bad times. 

The proponents of corporate savings emphasize that this 
source of capital constitutes an important means of business 
expansion and diversification and that its favorable treatment 
would encomage risk capital. This favorable treatment is 
particularly important in the case of small and new companies, 
for which the capital market may be prohibitively expensive. 
About half of new equity capital in recent years has come fixjm 
reinvestment. 

It is fairly well agreed that corporate savings for business 
(not tax-evasion) purposes serve a useful function and that they 
should not be discouraged by the tax system. To say that 
they warrant preferred tax treatment is, however, another 
matter. Except for new enterprises of small size, where access 
to capital is known to be limited, corporate savings would seem 
to have no convincing claim to preference over savings by 
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unincorporated companies and individuals. While occa- 
sionally it is suggested that all savings should be given preferred 
treatment in the income-tax system, the exemption of savings 
from the personal income-tax base has never been seriously 
entertained either in the United States or elsewhere. Cer- 
tainly any program of this sort would be a far cry from the 
underinvestment-oversaving theories that have in recent years 
gained considerable acceptance in respectable circles. In 
these quarters a special tax on savings was sought to prod them 
into activity. If it were thought desirable to differentiate 
between savings and investment on the part of a business 
concern, corporate saving which is converted into plant and 
equipment (and which thus provides employment) might 
be given preferred treatment over that which is held in cash or 
other liquid assets. Yet some liquid reserves are admittedly 
desirable as a contributing factor to business stability. On the 
whole, equal treatment for all income whether saved or 
invested, and whether the disposition is by corporations or by 
otheis, would appear to be the safest rule. 

Z), Historical Survey 

For many years business leaders have been told that they 
would be well advised to accept an undistributed-profits tax in 
lieu of the duplication in corporate and individual levies and 
as more desirable than excess-profits taxation. After the 
First World War, the undistributed-profits tax was proposed as 
a fitting substitute for the excess-profits tax. However, the 
excess-profits tax was abandoned, not in favor of the undis- 
tributed-profits tax, but in favor of duplication in the corporate 
and personal levies. 

In 1936 an undistributed-profits tax was brought into the 
federal tax system. The measure passed by Congress rejected 
the original program of the administration and substituted a 
hastily devised makeshift. The duplication in the corpo- 
rate and personal levies was retained. Adding the undis- 
tributed-profits tax resulted in a triple burden on business 
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earnings — one upon corporate income, one upon undistributed 
income, and one upon any ultimate distribution of the income 
currently reinvested or upon the capital gains of the stock- 
holder when he disposed of his stock at a profit. The undis- 
tributed-profits tax was criticized as interfering with the 
freedom of management to make decisions concerning expan- 
sion entirely on business considerations. It was claimed 
further that the tax created undue hardship in obtaining 
capital and thus discomaged investment and that it was partic- 
ularly prejudicial to small and growing companies, which 
encoimter difficulties in recruiting new capital in the open 
market. The failiu-e to provide for a carry-over of losses 
added greatly to the hardship. The tax was vigorously 
opposed and much resented by the business world. As 
previously remarked, managers have a high regard for the 
growth of their companies. What the growth glands are to 
the human body, undistributed profits are to a business. 
The tax was reduced in 1938 and repealed in 1939. But the 
problem that it sought to solve still remains. 

E. Alternative Remedies 

Many modifications of the present treatment of imdis- 
tributed earnings and the duplication of corporate and indi- 
vidual taxes have been proposed. Three of the most promising 
will be considered. 

1. Treating Corporations like Partnerships 

One solution to the problem of taxing \mdistributed earnings 
would require the paper distribution of such income or the 
assessment of stockholders upon their prorata shares of rein- 
vested earnings. This has strong claim to support fix>m the 
standpoint of equity. It wovild apply “proper” tzixes to cor- 
porate saving without subsidy or penalty. It would free 
management from pressure to modify any dividend policy that 
seemed desirable from the standpoint of business needs alone. 
Corporations would be treated for tax purposes like associa- 
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tions of individuals, as is now the case with partnerships. This 
procedure has precedent in our Civil War income tax. In 
recent years it has also been applied quite extensively to foreign 
personal holding companies and personzd service corporations. 
However, the procedure involves adxninistrative difficulties, 
especially in applying it to large corporations, and (as explained 
below) it jolts the pop\ilar conception of the relation of the 
corporation to the stockholder. 

The legal feasibility of the parmership method in treating 
imdistributed corporate income is open to some question, but 
there are probably no insuperable legal barriers to this solution 
of the problem. For forty years or more, courts have pointed 
out repeatedly that for certain purposes the corporate entity 
must be disregarded in order to deal with the rights and 
responsibilities of the real persons involved. In the field of 
taxation, with which we are concerned, there has been a 
firequent shuffling back and forth in this matter from one posi- 
tion to the other. Persistent efforts to tax stock dividend as 
income are one symptom of the tendency to minimize the 
concept of a distinct corporate institution. The Eisner v. 
Maccmber decision^ stands for the separate-entity view; but it 
was made over the protest of a strong dissent, and the Supreme 
Court may be in a receptive mood for an invitation to knock 
down this landmark. 

The administrative difficulties involved in the proposal to 
treat corporations like partnerships for taxation purposes are 
formidable; but these, too, have been exaggerated by some 
critics. It must not be forgotten that of the 400,000 to 500,000 
corporations, only a few thoxisand are large institutions with 
long lists of stockholders scattered over the country. For 
smaller companies, the partnership method of taxation would 
present no very great administrative difficulties. For com- 
panies with complicated financial structures, it might be diffi- 
cult to determine how the undistributed profits should be 
allocated among various classes of stockholders for tax pur- 

> 252 U.S. 189(1920). 
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poses, and it would be paurticularly diiHcult where several 
holding companies lay between the operating corporation and 
the individual stockholder.^ Moreover, reinvestment cur- 
rently taxed should not be taxed again as capital gains. Hus 
would require either elimination of capital gains and losses on 
stocks from the tax base or a complicated adjustment to com- 
pensate for accumulated changes in surplus. Some embar- 
rassment would be caiised if corporations were field-audited 
some years after a report of income and a substantial change in 
the taxable corporate incomes were to result. Adjustments 
would be necesseiry in the income-tax bases of all the stock- 
holders, numbering, in the case of some single corporations, 
tens or himdreds of thousands. But this hazard would be 
confined mainly to large corporations and might be mini- 
mized (perhaps constitutionally) by altering taxpayers* 
current income rather than reopening past returns. 

Far more significant as objections to the partnership method 
are the psychological and political impediments. The taxa- 
tion of corporations as partnerships violates the popular 
conceptions of income and of the relation of stockholders to 
corporations. Through decades of custom, corporations have 
come to be considered as institutions apart from their stock- 
holders, and the income of the former is not regarded as 
belonging to the latter until dividends are declared. 

Closely related to this point is the contention that stock- 
holders would incur a hzirdship if they were taxed upon what 
they had not actually received. Corporations might over- 
come this to some extent by distributing cash or stock dividends 
to meet the stockholders’ tax liability; but the fact remains that 
the requirements of the stockholder, and particularly the 
minority stockholder, are often not very articulate in corporate 


‘ Actually, under modem corporadon law, at least in some states, the right 
of the stockholder to a fixed place in the capital structure is not absolute, and a 
pattern of hypothetical distribution, once announced, might not be followed at a 
later time. (See Adolf Berle and Gardiner C. Means, Tht Modem Corporation 
and Private Property, The Macmillan Company, New York, 1933, pp. 148-151.) 
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policy. The snudl stockholder is likely to feel that a bird in 
the corporation bush is far from a bird in his own hand.^ 

It shoTild not be too difficult to convince the owners of 
thousands of small companies (which are often little more than 
incorporated partnerships or family groups) that a tax system 
which treated their companies like partnerships would be a 
great improvement over the present duplication of personal 
and corporate levies. Owners of the larger corporations 
would be more difficult to convince, and ffiey would have 
more valid grounds for their objections. The situation might 
warrant a classification according to size, with small companies 
being treated like partnerships and lai^e ones paying a 
compensatory vmdistributed-profits tax, adjusted as nearly as 
feasible to exact fix)m the corporation the equivalent of what 
stockholders woiild pay were all earnings distributed. But 
the compensatory undistributed-profits tax would not be a 
very satisfactory means of tax integration, and the chances are 
that it would incur the same political hostility heap>ed upon the 

^ It is true that corporadons can distribute taxable stock dividends or other 
taxable securities to make a division of earnings while retaining their profits for 
reinvestment. This makes it possible for a corporation to have its cake and eat 
it, too, so to speak. But this procedure also has difficulties and limitations. 
'^Capital structures of corporations should not be controlled by tax avoidance 
considerations.” At present, stock dividends are not income to the recipient as 
long as they do not disturb proportionate equities in the company. The use of 
stock dividends for tax purposes as a paper distribution of taxable profits would 
be facilitated if the Supreme Court were to modify its rule that common stock 
dividends issued to common stockholders are not income. There is a strong 
possibility that the Supreme Court might do this were Congress to express a clear 
preference for this interpretation. But a stock dividend is much more than a 
paper distribution of earnings. It involves a commitment as to the ultimate 
distribution of, and responsibility for, capital which goes considerably beyond 
the mere building up of surplus. Stock dividends are hardly an available instru* 
ment for a concern with an accumulated deficit firom past operations. More- 
over, they would be inconvenient as a paper distribution of small reinvestnients. 
Finally, they involve difiBcult problems of valuation. Should the value accepted 
for tax purposes be the proportionate share of earnings presently added to surpliu 
or the market value of stodcs distributed? The last word on the instrumentation 
of paper distribution of reinvested earnings has not been written, but tmtil better 
techniques are available it must be concluded that the use of this device does not 
provide an adequa t e solution of the problems of partnership procedure. 
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“noble experiment” of 1 936. If undistributed earnings are to 
receive any favors, they should be the earning of new small 
companies especially dependent upon this source for new 
equity capital. 

In the political environment that followed the twenties, 
when the emphtisis was placed on the dangers of overexpan- 
sion, a solution along the lines just discussed might have had a 
chance for acceptance. In the political environment that will 
follow the war, with its probable emphasis upon expansion 
and growth of industry, a solution of this kind is not likely to 
be greeted with enthusiasm. 

Nevertheless, the partnership method, with or without 
classification, does have merit, and it might well be considered 
in seeking a solution of the integration problem after the war. 
It is the most logical, direct, and uncompromising solution of 
this difficult issue. Certainly, it should be applied to all 
personal holding companies and corporations already subject 
to special laws for improper accumulation. And other 
corporations, with appropriate limitations, nought be permitted 
to use the system at their option. 

2. Taxing Undistributed Earnings Only through Rigorous Taxation of 

Capital Gains 

It luis been suggested that the corporate tax be aban- 
doned entirely and that the capital-gains tax be relied upon 
to reach imdistributed corporate earnings. This means 
taxing at the full p>ersonal rate any increase in the value 
of a security at the time of its sale or transfer. 

At present, undistributed profits are taxed once to the cor- 
poration through the general corporate income tax and once 
to the stockholder through the personal tax when capital gains 
are realized. However, the personal tax does not apply fully 
to capital gains. To make the capital-gains tax fully effective 
the following changes would be required: ceiling rate and 
other special rate provisions would have to be removed; 
limitations on deductions of capital losses would have to be 
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lifted; gains and losses on transfer by gift and at the death 
of the taxpayer would have to be made taxable. Were the 
corporation tax removed from- the picture and capital gains 
made fully taxable, xmdistributed earnings would eventually 
be subject to the personal tax completely and to it only. 

The capital-gains tax, as a means of applying the personal 
tax to imdistributed corporate income, would favor the 
retention of earnings in the corporation because of the post- 
ponement of the tax. The taxpayer would also have some 
choice as to the time when his share of reinvested earnings 
would be realized. Reinvestments offset by losses would be 
fully canceled. These advzmtages would \mdoubtedly be 
very stimudating to corporate saving and reinvestment. One 
proponent^ describes the system as saying to the owner of 
corporation stock, in effect. 

Leave your earnings in the business if you so desire. I won’t tax 
you, while you live, on any earnings reinvested. In fairness to other 
taxpayers, you and I must have a final and comprehensive reckoning 
sometime (after you are gone or, if you get indolent with age, when 
you retire from ownership participation in the enterprise). Pending 
that time, however, you may, as it were, borrow from me without 
interest what you would pay additionally under partnership pro- 
cedure. . . . Besides, if you lose the accrued taxes which I’m 
temporarily forgoing, along with the rest of your reinvested earnings, 
I’ll take the loss myself. 

However, as a solution to the problem of applying the 
income tax to undistributed earnings, the above proposal has 
grave limitations. The remedy is contingent upon the accept- 
ance of much more rigorous treatment of capital gains, which 
might prove about as unpopular as tui imdistributed-profits 
tax. Since this is a political objection, it might be discounted 
if the program were sound on other counts. More serious are 
the inequities involved in the proposal. Corporate income not 
distributed in dividends would escape the tax system entirely 
imtil, as a result of sade, gift, or death transfer, it was realized 

* Simon*, op. cit. 
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by the taxpayer in the form of a capital gmn. In many 
cases this would involve a delay in the taxadob of important 
additions to economic power until the taxpayer’s death. ^ 
The timing of taxation is exceedingly important, and it is 
doubtful if any burdens imposed upon the dead can make up 
for immunities allowed the living. The difference between 
tax forgiveness and this long postponement of tax liability is 
like that between title to property and a 99-year lease. Fur- 
thermore, xmless the privilege to be taxed only upon with- 
drawals were extended to unincorporated business (including 
farmers), a discrimination would be added to those already 
in the tax system; and if the privilege were made universal, a 
long step would be taken towaxrd an income tax applied only 
to income used for consumption. As previoxisly stated, it is 
difficult to justify preferred treatment for one kind of saving or 
investment as compared with another. It is probably impos- 
sible to provide identical treatment for accrued and realized 
economic power, but the distinction is one that should be 
minimized and not magnified. 

The proposal to confine taxation of withheld income to the 
levy on realized capital gains also involves imcertaun and 
possibly serious adverse effects upon income-tax revenues. To 
be sure, some gain for total revenues could be expected if all 
capital gains were taxed eventuadly at the full schedule of rates. 
But the capital-gains element in the income-tax base hzis 
been notoriously unstable, and the realization of capital losses 
is subject to manipulation. Immediate shrinkage in the tax 
base as the result of encouraged use of business entities for 
saving might be considerable. 

In spite of these objections, the proposal to tax reinvested 
earnings only as realized capital gains has merit and deserves 
consideration in recasting the postwar tax system. At all 
events, the method might well be applied to small new busi- 

^ On the other hand, the ‘‘penalty” of higher surtaxes in prospective capital 
gains might exercise considerable restraint on the propensity to postpone the 
realization of such gains. 
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nesses where maximum assistance in obtaining new equity 
capital seems especially warranted. 

3. Conjining the Corporation Tax to a Withholding Levy and an 
Advance Payment of Taxes for Stockholders If and While Earnings 
Are Retained by the Corporation for Reinvestment 

a. Explanation. A third proposal for dealing with oiir prob- 
lem stems from British experience. The main British tax on 
corporate income may be described as a combination of a 
withholding tax and an advance payment of taxes for stock- 
holders if and while earnings are retained in the corporation 
for reinvestment. The tax carries the standard, or normal, 
rate that is applied to low-bracket personal income, which is 
one level above the substandard rate for the lowest bracket of 
income. The standard rate in Great Britain has been much 
higher than the normal rate in the United States, but our own 
low-bracket rate is likely to emerge from the war at a much 
higher level than prevailed in the past. The British tax sys- 
tem extends a credit to individuals for taxes paid by the cor- 
poration upon any earnings distributed. This makes the 
corporation tax a withholding levy. But the British tax is 
also paid by corporations on that portion of income which is 
not distributed. This is an advance payment for stockholders 
and is credited to them, applying on their personal tax liability 
if and when dividends are subsequently paid. However, it 
does not equate perfectly the burden upon distributed and that 
upon undistributed income. Were the retained income dis- 
tributed to affluent stockholders, it wovdd be subject to high 
surtaxes; were it distributed to individuals with lauge personal 
exemptions and small incomes, it would be subject to an effec- 
tive rate lower than that applied to the corporation. 

More specifically, this proposed combination of withholding 
tax and advance payment upon retained income would 
operate as follows: Assume that the low-bracket personal tax 
rate is 20 per cent. Corporation A earns $1,000,000 in a given 
year, on which it pays a 20 per cent tax of $200,000. Half 
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the remaining $800,000 is distributed, and on this the corpora- 
tion levy is treated in all respects like a withholding tax; no 
further tax is due unless stockholders are in the Ugher income 
brackets and have surtaxes to pay. In the case of stockholders 
with low incomes and dependents, refunds may be due. For 
purposes of calculating the base of the personal tax, the with- 
held tax on dividends is added to the dividends received. On 
the $400,000 retained by the corporation, the credit for the 
tax paid will not be taken up until the distribution of dividends 
occiurs or capital gains are realized by sale, gift, or death 
transfer of securities. 

Instead of applying the lowest bracket of tax, an inter- 
mediary rate such as Great Britain maintains might be used. 
One recent observer advocated the application of the highest 
rate of personad surtax, but this seems unnecessarily drastic. 
Moreover, when the corporation rate becomes higher than 
that applicable to the lower brackets of income, the advance 
payment on undistributed profits acts as pressure upon man- 
agement to distribute rather than retain and reinvest earnings. ^ 

b. Modifications. The proposal is flexible enough to permit 
several additional features. No advance payment for stock- 
holders would be required if, by a variety of possible methods, 
the latter assiune immediately their full personal tax responsi- 
bility upon their share of the imdistributed earnings. This 
could be accomplished by the declaration of taxable stock 
dividends or the issuance of other taxable securities. Or it 
might take the form of voluntary consent by the stockholders 
to taxation upon their prorata shares of corporate reinvest- 
ment.* In either event, the tax obligation upx>n the business 
income involved would be fully satisfied.’ 

^ The proposal is compatible with but does not require a tax on intercorporate 
dividends. The purpose of a tax on this income is mainly to discourage holding 
companies. As previously observed, it is not a discriminating police measure; 
if attainable, other ways of controlling overcomplicated corporate structure are 
preferable. 

* ^‘Consent dividends” (see Internal Revenue Code^ Sec. 28). 

* Except for the capital-gains tax, which will be discussed later. 
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As a second special feature, new manufacturing enterprises 
of small size might be allowed to reinvest all (or a specified 
proportion) of their earnings without any advance payment. 
This would involve admittedly difficult problems of classifica- 
tion and administration, but it is recommended for considera- 
tion and trial in the hope and expectation that these difficulties 
might be overcome. The development, if successful, would 
foster new investment and new competition. It would 
recognize and help to coimteract the present competitive 
disadvantage that handicaps small business in its effort to 
raise equity capital. Companies of small size and at an early 
stage of their growth find the organized capital market 
prohibitively expensive and funds from banks often inaccessible. 
That the growth of new and small enterprises is vitally impor- 
tant to a healthy economy is a proposition so generally rec- 
ognized that no argument seems necessary to support it. 
Provided that it does not subsidize smallness or penalize size 
as such, the tax system should be used insofar as feasible to 
ease the special difficulties of small business. 

Two problems that will be encountered in extending this 
special edlowance to new small business should be mentioned. 
The first is that of defining new and small enterprise. Some 
experimentation would undoubtedly be helpful here. To 
begin with, the classification might be limited to the first 
8 years of operation for new corporations not exceeding a 
million dollars in assets. It might be further limited to com- 
panies half of whose capital had been raised by the issue of 
new stock (refunding excluded) or by corporate reinvestment. 
The privilege should be confined to independent corporations 
owned exclusively, or at least predominantly, by noncorporate 
stockholders. The million-dollar lixnit is about the point at 
which capital can be obtained at reasonable cost in the orgem- 
ized capital market, and the 8-year period should give the 
company ample time to acquire momentum. 

The second and more important difficulty concerns the 
discrimination that results from confining the progpram to 
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corporate reinvestment. To extend the concession to unin> 
corporated companies would seriously impair the universality 
of the personal income tax and would add greatly to the prob- 
lems of definition and administration. However, the field of 
manufacturing is now very largely incorporated; and if the 
concession were confined to this area, the problem would be 
fairly limited in scope. Moreover, the discrimination involved 
in the proposal would be offset in part by the advantages of 
exemptions and graduated rates in the personal income tax. 
In any event, the concession to small new enterprises would be 
temporary in character and would eventually be paid for 
when dividends were declared or the stockholder realized 
capital gains on the reinvestment (at death or through gift, if 
not by sale). 

A possible alternative modification wotdd allow all small 
business, or even all business, the standing privilege of retain- 
ing a percentage of earnings without withholding tax. The 
allowance would act as a stimulant to business investment, 
and it would stand as recognition of the fact that some re- 
investment is necessary merely to keep abreast of the times (in 
other words, to avoid “conceaded obsolescence”). On the 
other hand, the proposal has some flavor of special privilege, 
and it would complicate the calculation of capital gains attrib- 
utable to reinvestment (see page 81). The proposal is not 
recommended here, but it is submitted as one that has sub- 
stantial merit. It could be held in reserve imtil it is apparent 
that stimulation of this sort is necessary. 

The first of the modifications discussed in this section is 
definitely recommended, and the second is offered tentatively 
for consideration zuid trial. 

c. Advantages and Disadvantages of the Proposed. The proposed 
integration of the personal and corporate taxes [described in 
Sec. (a)] is not perfect as a solution of the problems of treating 
undistributed profits, but it is a sensible compromise among 
the interests at stake. Business will not like the idea of any 
revival of a levy on imdistributed profits; but this proposal 
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does not constitute the undistributed-profits tax of 1936, and 
it would be set into a vastly changed tax system. It involves 
no duplication and no pressure to distribute rather than to 
reinvest income. It involves no drzun on available capital 
beyond that already experienced; undistributed profits would 
be subject to no greater burdens than at present. The levy 
upon undistributed profits is simply a temporary payment on 
the account of individuals. As compared with the present 
arrangement, the proposal would eliminate the duplication of 
taxes; it would do away with the discrimination against stock 
as contrasted with credit financing; and it would aid in remov- 
ii^ serious impediments to production and employment. 

From the standpoint of the revenue, the proposal has the 
important advantage that it would utilize the corporation as a 
central source of accounting, collection, and fiscal support. 
Current collection on corporate reinvestment would help to 
reduce the revenue replacement problem involved in the 
elimination of the corporate tax. The proposal is in accord 
with the current practice of withholding and has successful 
precedents. It does not differ greatly from the pattern of 
income taxation originally established in the American law. 

Among the disadvantages of the proposal is the fact that it is 
by no means free from administrative difficulties, particularly 
in allowing proper credit for withheld taxes in the case of 
delayed dividends and capital gains. For delayed dividends, 
some rule would be required to determine the sequence of 
earnings distributed. It might even prove desirable in the 
interest of simplicity to provide that, in case of rate changes, 
the taxpayer should be credited with the current withholding 
rate prevailing at the time of distribution. A capital gain 
attributable to reinvested earnings is much like a delayed 
dividend, but to credit withheld taxes on such income involves 
considerable complication. Perhaps the simplest procedme 
would be to require each company to compute and report 
annually the tax on imdistributed profits per share of stock 
outstanding. The sum of such taxes during the period of 
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stock ownership would be the tax credit to be taken up by the 
stockholder subsequently reporting a capital gain or loss. 
This procedure, while not simple, wovild not be prohibitively 
difficult. A further weakness of the proposal for withholding 
and advance payment is that it succeeds only partly in inte- 
grating corporate and personal taxes and in eliminating the 
tax advantage of corporate reinvestment where high-income 
stockholders are involved. It is likely, however, that this is 
as near to perfect integration as is feasible. Moreover, some 
favor for reinvestment may be regarded as a desirable stimu- 
lant. Finally, the fact that the proposal continues the cor- 
poration tax in form means that certain corporation tzix 
problems, such as the treatment of net losses and of depreda- 
tion and obsolescence, remain. If the corporation tax could 
be eliminated entirely both as to form and substance, these 
many problems could be wiped out by one stroke of the brush. 
But, in the author’s opinion, there is no available means to this 
end that would not create more problems than it would solve. 

From the fiscal standpoint, integration of the corporate and 
personal income taxes along the lines suggested appears to 
offer no prohibitive difficulties. The yield of the corporate 
tax has usually been greater than that of the personal income 
tax, and obviously the loss of a major part of this revenue 
source would leave a sizable hole in the receipts of the federal 
government. It czmnot be overlooked, either, that the per- 
sonal income tax has some serious weaknesses on the adminis- 
trative side and that moderation in this tax at all levels is 
desirable. However, the proposal! here made has the fiscal 
advantage of providing for the collection of advance pay- 
ments on earnings retained in the business and of discouraging 
the use of the corporation as a means of avoidance. Some 
compensation for the loss of the corporate tax would also 
appear in the increased dividends subject to the personal 
income tax. The proposal would probably mean a loss of 
about hzilf the revenue now derived from corporations, and the 
total tax burden on the profit element in income might be 
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reduced about one-third. Since the net income earned by 
corporations occupies a minor place in the whole national 
income (from 1921 to 1940 the ratio to national income of 
corporate profits before taxes, after deducting corporate losses, 
was 6.3 per cent), the revenue replacement problem involved 
in the proposal seems of manageable proportions. 

F. Maintenance of a Moderate Business Tax as Suck 

The proposal just considered is quite compatible with the 
levy of a moderate corporate business tax as such.^ The 
retention of any business tax is objectionable on many counts 
previously cited but it also has some advantt^es, including the 
following: 

1. A moderate business tax could compensate in some 
degree for the advantage allowed corporations (as compared 
with partnerships, for example) in the application of less than 
full surtax rates to business saving. 

2. A moderate business tax would contribute to the revenue 
substantially and involve comparatively small additional 
administrative expense. 

3. It is likely that integration of federal corporate and 
personal taxes woiild increase considerably the profit margin to 
which business became accustomed during the late thirties. 
Some addition to this margin seems acceptable as a stimulant 
to business activity and as a feature of an improved tax system. 
However, prices and incomes in an economic system become 
adjusted even to bad economic arrangements. Once the 
adjustment has been made, precipitous changes of wide 
dimensions are undesirable and unl^ely to accomplish their 
objective.* Movement in the direction of integration should 
be imdertaken in several steps. Some persons will imdoubt- 
edly consider the concession recommended excessive, and 
maintenance of a moderate independent business tax is not a 

^ The British have had such a levy in recent years at a rate of 5 per cent. 

* This is {particularly true of public utilities, where taxes have become em- 
bedded in rate structures that cannot be changed without a substantial lag. 
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wholly undesirable compromise. However, an independent 
nonintegrated business income tax is an invitation to develop 
this illogical and discriminatory source to its present, or at least 
its prewar, place in the revenue systeixu^ This would need 
watching. 

It is recommended that the independent business tax should 
be eliminated entirely in several steps over a period of years. 
Gradual reduction of the business tax would facilitate the 
timing of tax changes to meet postwar pressures of inflation; 
it would probably constitute a more sustained and more 
powerful stimulvis to business than would an immediate 
elimination. A moderate independent levy might be retained 
until fiscal conditions permitted further change. The main 
corporate tax should be integrated with the personal tzix 
as rapidly as possible. 


G. Conclusion 

A combination of the three alternative solutions for treating 
undistributed profits is thus recommended. The partnership 
method would be applied to p>ersonal holding companies and 
corporations “improperly” accumulating surplus. Other 
companies might be permitted to use this system on an 
optional basis. The capital-gains method would be applied 
to new enterprises of small size. The withholding-advance- 
payment system would be applied to most corporations. 

The objective of integrating the corporate and personal 
taxes should not be lost, however, in the debate on specific 
methods. This modification is the most vu^ent of all changes 
needed for the adaptation of the tax structure to our postwar 
production and employment requirements. 

^ See the history of the federal corporation income tax, page 18. 
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IV. EXCESS-PROFITS TAX REPEAL 


T he excess-profits tax should be repealed soon after the 
end of the war, the repeal to take effect a year later. The 
declared-vdue capital-stock excess-profits-tax combination 
should be repealed now. 

The present excess-profits tax is set up as an emergency 
measure and is worded in such a manner as to indicate the 
absence of any intent to carry it beyond the war. However, 
there will rmdoubtedly be a demand for a retention of the tax 
in the peacetime taxation system much like the demand follow- 
ing the last war. Moreover, the timing of the repeal, if repeal 
is to be the outcome, involves some difficult questions of post- 
war fiscal policy. For these and other reasons, the future 
treatment of the excess-profits tax warrants an important place 
in any postwar taxation program. 

1. EXCESS-PROFITS TAX DURING THE WAR 

An excess-profits tax during this war was a political neces- 
sity. Govemmentzd control of the private economy has 
largely taken the form of freezing or attempting to freeze 
prewar economic relations, including the prices of finished 
products, raw materials, and labor. The profits tax, with its 
95 per cent rate and its emphasis upon the prewar experience 
of each company, aimed at a near freeze in the area of profits 
not very different fi*om that applied elsewhere in the economy. 
Such a tax was required to satisfy the demands of those who 
were involved at other points in the freezing process. It was 
an answer to the natural demand for some coimterpart to the 
sacrifices being made by persons in the armed forces. More- 
over, it was a response to the feeling that the state should 
share in the profits (at least the extraordinary profits) created 
by its own extraordinary outlay. Competitive checks upon 
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excessive earnings, which are normally operative (even though 
not too perfectly) in times of peace, are lately suspended 
during a war becaiise of the extreme urgency of much of 
the denumd. Many of the risks of production normally 
assumed by private business are shifted to the government. 

2. EXCESS-PROFITS TAX IN PEACETIME 

The strongest ground for including the excess-profits tax in 
the peacetime teix system is that the tax affords zm opportunity 
to recapture part of the excessive gains resulting fiixsm monop- 
olistic business. 

The monopoly problem will undoubtedly need increased 
attention in the postwar world, for it is a matter of common 
knowledge that the war has encouraged industrial concentra- 
tion. Competition is a fairly adequate policing force in the 
economic system when most production is carried on by numer- 
ous small units, but it is not dependable when a few large 
companies dominate many fields. These few concerns tend to 
set prices by joint action; or, with similar results, they act with 
conscious regard for the effect of their own price policies upon 
their “competitors.” It is true that competition is still a very 
lively corpse; there arc mamy businessmen who believe it was 
never so vigorous and effective. In addition to some competi- 
tion within the same line, there is very active interproduct 
rivalry. Thus, plastics threaten wood and steel as construc- 
tion materieds; electricity supplamts gas; mail-order houses 
invade the department-store field with competitive services; 
and so on. Exactly what this adds up to is not dear, but it 
obviously is something less than adequate protection for the 
consumer. 

Unfortunately for the application of the excess-profits tax as 
a solution to this problem, there is no dear way to isolate 
monopoly profits. If there were, such gains could probably be 
prevented from occurring in the first place. We know that, 
in an ideal order free from monopoly, profits would differ 
among concerns because of varying degrees of risk inherent in 
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different lines of business, because of unforeseen developments 
(or noneconomic factors, such as war) causing maladjust- 
ments between demand and supply, and because of difier- 
ences in the efficiency of management. We know, also, that 
in the real world there are further variations in profits caused 
by limitations on competition resulting from monopolistic 
practices and also from such pervasive conditions as differ- 
entiation of product, ignorance of buyers and sellers, and the 
costs of communication and transportation. No doubt there 
are tinnecessary rewards in this picture, but no satisfactory 
technique for singling them out has yet been devised. 

There are many ways, other than by taxation of profits, to 
attack the monopoly problem. Fewer barriers to foreign 
trade (lower tariffs) is one of the surest and soundest. In 
addition, an active and discriminating federal judicial and 
administrative supervision of trade practices and business 
combinations is needed. A federad incorporation franchise for 
interstate companies has been long overdue. Perhaps the 
development of an effective cooperative movement is the 
answer. Perhaps the tax system can be used to foster competi- 
tion by supporting small or new business. Both intelligence 
and coiu-age are needed to master this problem, and none of 
the approaches to a solution should be lightly dismissed. But 
the excess-profits tax seems much too crude sm instrument to 
be employed effectively in this role. 

More important than the recapture of monopoly gains in 
the postwar world will be the prevention of monopoly restric- 
tion of output. But this is a job for the legislative police 
power and not for the tax system. 

As previously observed, an excess-profits tax applies to the 
marginal segments of income (those above the credits). For 
this reason, among others, it discourages the incentives for 
risk-taking £uid expansion on the one hand and for efficiency 
and conservation on the other. No techniques in excess- 
profits taxation have been devised to allow for differences in 
the risk factor or for superior efficiency of management. It is 
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worth noting that, if an American business now latmches an 
advertising campaign, 80 per cent of the cost c£ such an outlay 
may be financed in effect by the federal government.^ Many 
other outlays can be similarly financed. Thriftiness and 
spendthriftiness are both shorn of meaning when a tax reduces 
the gain or loss to 20 cents on the dollar. While patriotism 
might be relied upon to sustain the imposition of heavy taxes 
on profits during the war, a similar reliance in times of peace 
might be hazardous. 

The tax may also penalize companies with irregular income. 
The fortunate concern that earns 8 per cent regularly may 
have no tax to pay, while the one that alternates between a 
16 per cent return and no income may be taxed substantially. 
It is because of such effects, particularly adverse to growing 
small companies, that the tax is said by its critics to foster 
rather than discoiurage monopoly. It may be possible to 
make due allowance for risk zmd efficiency in an excess^profits 
tax, but the problem has thus far defied solution. 

One of the weakest spots in the armor of an excess-profits tax 
lies in the technical difficulties in its application. No one can 
be very enthusiastic about a tax measure that distributes the 
rewards of the economic process meiinly according to luck or 
political (as contrasted with economic) efficiency. This is the 
danger that lurks in the excess-profits tax, although imdoubt- 
edly the techniques of applying this tax have improved since 
we last experimented with it twenty-five years ago. The 
arbitrariness and the anomalies are, however, still conspicuous. 
To choose a few at random: Why should the concern opierating 
on borrowed capital have the privilege of including half of 
such capital in the tax base (for calculating the return on 
invested capital), whereas a firm that rents its capital has no 
such privilege?* Why should a personal service corporation 

* It is true that the Treasury exercises some check on advertising outlays, but 
this does not invalidate the illustration. 

* The discrimination existing in some cases is alleviated but not elixninated 
by the fact that only half of interest paid is deductible in calculating excess 
profits. 
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escape the excess-profits tax on the ground that its income is 
mostly from services rather than capital, when many other 
taxable corporations show the same characteristic but only 
to a lesser degree? Why should a developing corporation be 
taxed on the theory that its increased profits are due to the 
war, while a declining corporation, which may have received 
a lift because of the war, escapes? Most important of all, of 
course, are the great and thus far insurmountable difficulties 
in differentiating for risk. Relief provision, the caury-over 
and cairy-back of unused excess-profits credit, and other 
refinements have helped to make the present law less arbitrary 
than that in force during the last war; but the staunchest 
firiend of the tax would not contend that the technical prob- 
lems of application are anywhere near solution. 

Anyone who studies the multitudinous points of subtle 
distinction and classification involved in an excess-profits tax 
cannot fail to be impressed with the great possibilities for 
injustice and unfair competitive advantage inherent in its 
application. An exceedingly complicated law is necessary to 
cover the varied conditions to which it must apply, and much 
has to be left, even then, to administrative discretion. These 
complexities are illustrated by the provisions dealing with 
business reorganization, which are so involved that they are 
utterly incomprehensible to the layman. High compliance 
costs and much litigation attend such legislation. The 
historical approach to the definition of capital (one of the 
bases of calculating exemptions from the excess-profits tax) 
is probably the best that could be devised, but it involves 
resurrecting and recasting in part a multitude of records that 
were regarded as buried. In 1940, when the profits tax wzis 
tmder consideration, there were cases still pending in the 
courts dealing with the detemunation of capital under the 
1918 law. Annual accounting is inherently tentative, pro- 
visional, and inexact, and it is hard put to give the precise 
answers required by a 95 per cent excess-profits tax. 
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In summary and conclusion, the excess-profits tax, at least 
in its present state of imperfection, had best be reserved for 
war application. Its peacetime employment might be very 
inimical to risky enterprise and to business efficiency. Its 
impact upon marginal income would make it a temptation to 
waste resources. As an antidote for monopoly, it would not 
be sufficiently discriminating to achieve its piupose, and it 
could do much damage in the attempt. For the present, we 
are obliged to attack the monopoly problem with other 
weapons, however inadequate they may be. 

3. TIMING THE REPEAL OF THE TAX 

If the excess-profits tax is to be ruled out of the peacetime 
tax system, the question still remains as to when the tax should 
be dropped. Tfiere will be strong demand for such action as 
soon as hostilities have ceased, lliis will be supported by the 
valid contention that a profits tax unsustained by war patriot- 
ism will lead to waste and will weaken the incentives to convert 
business facilities to an efficient peacetime basis. On the 
other hand, the problem of inflation may enter an acute phase 
immediately zifter the war, when buying power will have a 
long start over the production of civilian goods. While the 
excess-profits tax is not in itself a very effective deflationary 
measure, involving as it does some inflationary tendencies, it 
is a politictdly significant part of a general control program. 
Immediate elimination of the excess-profits tax would be the 
signal for a relaxation of wage and price controls. Normal 
competitive conditions will not be restored overnight after the 
war. The agricultmal market will reflect a strong war influ- 
ence xmtil the important task of food relief for the war- 
devastated coimtries is accomplished. Business itself will not 
assume normal operation for a considerable period — ^materials 
from abroad will not become available immediately, and 
varying periods required for conversion will create different 
effects upon profits. 
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Under these circumstances the sensible procedure would be 
to repeal the excess-profits ta^ at the close of hostilities with 
provision for the repeal to take effect later. This would give 
much the same lift to business as an immediate repeal without 
prematurely letting down the bars of war controls. After the 
repeal is made efifecdve, the administration of the law should 
be continued to permit the carry-back of losses and excess- 
profits credits until the main effects of war conversion and 
reconversion have been liquidated. The present law contains 
no commitment that this will be done, but it is in keeping 
with the accepted view that true war profits should be deter- 
mined for the whole war period, including the period in which 
the effects of the war are being liquidated. 

4. DECLARED-VALUE EXCESS-PROFITS TAX 

Mention should be made of another, but not very important, 
institution in the excess-profits tax field, namely, the com- 
bined declared-value, capital-stock, and excess-profits taxes 
surviving from prewar origin in the Industrial Recovery Act 
of 1933. Through the connection of excess profits to net 
income and of declared-value capital stock to excess profits, 
these taxes, in ways that need not here be explained, amount 
to an additional levy on net income. They add little to the 
tax system but complication, extra compliance costs, and 
occasionally capricious results, and they are esp>ecially ixumical 
to small companies. Calculation for these taxes is carried on 
in an artificial atmosphere all but divorced from reality; they 
are a lawyer’s plaything rather than a producer’s levy; and 
they serve principally as a momunent to the misdirected 
ingenuity of tax-makers. They represent the sort of compli- 
cation in the tax system that ought to be avoided in the future, 
and they should be repealed certainly not later than the end 
of the war. More could be said for a genuine capital-stock 
tax, but it involves some of the same administrative vagaries 
as the excess-profits tax. 
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5. CONCLUSION 

In concliision, it can be asserted that an undistributed- 
profits tax is a far more promising candidate for a place in the 
permanent tax system than an excess-profits tax. Because 
of the unfortunate experience of 1936, the imdistributed-profits 
tax is in disfavor with many businessmen, but the character 
of that experience wras due to a badly conceived lawr rather 
than to an unsoimd fundamental objective. A sensible 
answrer to the business tax problem is more likely to be found 
along the road wre then opened, although with inauspicious 
results, than on the road of excess-profits taxation wre have been 
forced to travel diuing the wrar years. Best of all, as wre have 
indicated, wrould be the o|)ening of a newr road to the integra- 
tion of corporate and personal taxes. 
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V. MORE GENEROUS ALLOWANCE 
FOR BUSINESS LOSSES 


A CARRY-OVER of at least 6 years for net business losses should 
be allowed.^ This provision for losses should apply to 
unincorporated as well as incorporated business. 

The characteristics of business losses must be recognized in 
formulating federal tax policy. Among these characteristics 
the following are especially relevant: 

1. Fear of possible loss is often more important in business 
decisions involving large uncertainties than the hope of posi- 
tive profit. Businessmen are willing to continue operation of 
their enterprises at times when prospect of profit is small, 
providing they do not by so doing incur too great a risk of 
loss.^ During the last war a prominent critic* went so far as 
to suggest postwar government absorption of business losses 
in order to encourage the continuation of production at war- 
time levels. 

2. A business income tax that is paid on current income 
before the accumulated deficits of previous years have been 
absorbed is really paid out of capital rather than out of income. 

3. New and small businesses are less profitable as a group 
than large and established concerns, and the range of profita- 
bility and loss is much wider.* 

4 . The equipment industries, which are especially sensitive 
to business cycles and shifts in business confidence, are particu- 
larly susceptible to losses in depression yezirs. 

^ A subsequent recommendation calls for the averaging of personal income 
over a period of years. This would extend to wage earners who may suffer 
from unemployment an equivalent to the carry-over and carry-back of business 
losses. 

* David Friday, ^^Maintaining Productive Output,” Journal of Political 
Economy, Vol. XXVII, January, 1919, pp. 117-126. 

*Ibid. 

^ William Leonard Crum, Corporate Size and Earning Power, Harvard University 
Pttm, 1939. 
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5. The degree and scope of corporate losses,, both in good 
and in bad years, are rarely fully appreciated. Had all 
American corporations been allowed to file a joint consoli- 
dated return with an imlimited carry-over and carry-back of 
losses from 1922 to 1939, their net income as reported would 
have been reduced 45.7 per cent.^ 

6. Incompetence of management is sometimes responsible 
for losses, but market fluctuations and other impersonal factors 
are of at least equal importance. 

Of course, a net income tax allows the business losses in a 
given year and for a given company to be offset against the 
corresponding business gains — ^it wotild not otherwise be a 
income tax. The problem concerns the treatment of net 
business losses. A carry-over of such losses (for limited periods, 
never longer than 2 years), so that they may be offset against 
the net business gains of subsequent ye 2 irs, has been provided 
intermittently by the federal tax system. A carry-over pro- 
vision was introduced in 1919 and remained in the federal 
revenue act imtil the Industrial Recovery Act of 1933. Dur- 
ing the period of heavy losses in the thirties, businesses were 
without the benefit of this provision. It was reintroduced in 
1939; and, in 1942, a carry-back of 2 years was added. The 
carry-back was based on the theory that certain postwar 
losses from reconversion should be taken into account in 
appraising the true net gains made by business dviring the war 
years. It means that the tax calculations of the best years of 
the war may be reopened and scaled downward to take 
account of the effects of early postweir changes. This repre- 
sents a substantial concession to business and one that is 
thoroughly sound. 

The British have been much more genero\is in their tax 
treatment of biisiness losses than has the United States. The 
Royal Commission on Income Tax (1920) recommended a 
6-year carry-over, and this recommendation was adopted in 
1926. Prior to 1926 a 3-year moving average of income had 

1 Calculation based on Statistics of Income, United States Treasury Department. 
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been in effect, and the British had experimented with even 
longer periods for reckoning business income. The shift from 
the averaging system to a carry-over for losses was recom- 
mended by the Royal Commission, which observed that 
“Hardly anyone has a good word for the avers^.” The Act 
of 1932 extended the carry-over of losses beyond 6 years by 
permitting the deduction, without limits as to time, of either 
the balance of the loss, or the total depreciation set off within 
the 6 years in priority to such loss, whichever is less. The 
British are reputed to have a “tough” tax system, but in many 
respects it is sounder than our own. 

From the standpoint of income-tax theory and support for 
business motivation, an indefinite carry-over of losses would be 
ideal. However, this would probably be unworkable admin- 
istratively and would involve problems in cases of mergers and 
reorganizations. Some “statute of limitations” is probably 
required, but it should cover a carry-over period of not less 
than 6 years. According to one study of the subject,^ even a 
6-year period would have been insufficient during the thirties 
to allow full credit for losses to as many as one-third of equip- 
ment manufacturing companies. No distinction need be 
made between individual and corporate business with regard 
to the carry-over. 

Companies with large nondeductible net losses pay a higher 
effective rate of income tax than companies with more regular 
income. This places a special burden upon risk-taking, which 
is precisely what an intelligent government, interested in a 
dynamic economy and a high employment level, should avoid. 
During the thirties, the effective rate of the federal income 
tax on companies producing capital goods was foimd by one 
study* to range from the statutory rate schedule to over 100 
per cent The effective rate on companies producing con- 
sumption goods was generally much less. There is no princi- 

^ Machinery and Allied Producti Institute, Capital Goods Industries and Federal 
Income Tax^ 1940. 

^Ihid. 
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pie of taxation, either in terms of equity or in terms of effects 
on production, that warrants such a discrimmation. Here 
again the major canons of taxation point in the same direction. 
Considerations of immediate adequacy of revenue may seem 
to argue against this change, but governments as well as 
individuals need to give some heed to their long-run interests. 
It will be strong evidence that this lesson has been learned if 
in the postwar period the government keeps faith with its 
present program of carry-over and carry-back for war and 
reconversion losses. Based on the experience of 1933, skepti- 
cism as to the likelihood of this occiuring is already widely 
felt by businessmen. It wo\ald bolster business morale if this 
skepticism were laid to rest. 

Much could be said for a carry-back as well as a carry-over 
of losses. If both were allowed without limitation, the income 
tax would be confined to the real earnings of a company 
diuing its life operation. In order to avoid refunds and other 
complications,^ however, and because the taxation of profits 
without the possibility of offset agsunst future losses is usually 
regarded as less prejudicial than taxation without allowance 
for prior losses, the carry-back is not recommended as a per- 
manent part of our tax system. 

^ Particularly in the calculation of advance payments to be credited at the 
time a capital gain is realized. See page 81. 
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VI. MORE FREEDOM IN DEPRECIATION 
AND OBSOLESCENCE ACCOUNTING 


M ore latitude in the timing of deductions for depreciation 
tind obsolescence should be granted. Less attention to 
the calendar year in income-tax accoimting would reduce the 
argument and litigation over the proper amounts of depreci- 
ation and obsolescence attributable to the operation of any 
one period. Shortening the write-off period for these impjiir- 
ments of capital value promotes economic progress by reducing 
resistance to the installation of improved equipment. Acceler- 
ated depreciation (as in the present 5-year amortization pro- 
vision for certain war capital) could be used to promote 
investment during a depression, and, in extreme cases, its 
use for such purposes is recommended. 

1. NATURE OF AND ALLOWANCE FOR 
IMPAIRMENT OF CAPITAL 

The income-t3ix laws accept the proposition that receipts 
may not be considered income imtil an adlowance has been 
made for impairment of capital. Impairment may occur in 
a number of ways: (1) By depreciation; assets may wear out 
as a result of service. (2) By obsolescence; capiteil may 
become antiquated or out-of-date. (3) By depletion; capital 
may be sold, piece by piece, as in the case of mineral and forest 
resources. Maintenance and repturs are expenses incurred 
in avoiding impairment of capital and are sometimes and to 
some extent an offset against depreciation. 

Stated very genersdly, the federal income-tax statute pro- 
vides for deduction from gross income of “a reasonable allow- 
ance for the exhaustion, wear and tear of property used in the 
trade or business.” The regulations add that the proper 
allowance is one which, if calculated on a reasonable plan, 
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will, when added to the stilvage value, equal the cost or “total 
beisis” of the property. In principle, the rate of deduction is 
not required to be uniform. “Normal obsolescence” is treated 
as a part of depreciation. This includes impairment of capital 
resulting from predictable improvements or chzmges intro- 
duced from time to time in the art or industry generally. 
Another form of obsolescence is the sudden loss of useful value 
due to a particular invention or a change in demand. The 
second type is regarded as unoredictable until the loss is 
“realized.” 

2. ESTIMATES OF DEPRECIATION 
NECESSARILY INEXACT 

It is generally agreed that depreciation is, at best, a matter 
of rough estimate. The calculation involves so many vari- 
ables and imponderables that it may be closer to guesswork 
than estimating. Competent judges will often disagree sub- 
stantially as to what the allowance should be. The equipment 
may have one useful life zis an active element in production 
and another if its term of usefulness as “stand-by” eqxoipment 
is taken into accoimt. The value sought to be recovered may 
be the original investment, modified or unmodified for a price 
trend, or the cost of an asset that will maintain output or 
profit-making capacity. Allowances must be made for main- 
tenance and normal obsolescence, the latter depending on the 
prospective rate of invention and, to some extent, on the wi^es 
and efficiency of labor. Once the time amd value dimensions 
of depreciation are determined, there remains finally the 
decision as to how it shedl be spread over the years. For this 
there are available several alternative procedures. 

In 1934, a congressionzil committee reported that depreci- 
ation allowances were amoimting to severzd times the net 
income of corporations and that the 1930 allowances were 
about half again as large as those of 1924. From this slender 
evidence, it was concluded that corporations were “padding” 
their depreciation returns, and legislation to reduce allow- 
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ances by 25 per cent was proposed. The legislation was 
dropped on assurance from the Treasury that allowances 
would be reduced by administrative action. This involved 
a small immediate gain^ for the Treasury, but it was not the 
sort of program to accelerate industrial recovery during a 
depression. 

3. MORE FREEDOM RECOMMENDED 

The carry-over of losses, with its resulting diminished 
emphasis upon annual accounting, would make possible 
greater freedom in determining deductions for depreciation 
and obsolescence. Much litigation and argument would be 
happily avoided or reduced by less attention to the timing of 
these deductions. Unfortunately, the trend is in the opposite 
direction. Expense for research, which formerly was deducti- 
ble on a cash basis when incurred, is required by a recent 
ruling to be capitalized and spread over the years of visefulness 
of the results of the research. This may be fiscally productive 
in the short run, but it is not the way to encourage industrial 
pn^ess. In fact, because the trend of corporate tax rates 
has continued upward, the govermnent probably has lost 
revenue by administrative reductions in current depreciation 
charges. The government’s principal concern should be to 
ascertain that the cost of fixed facilities is deducted in an 
orderly manner and that safeguards are established to prevent 
duplicate deductions. It certainly seems in order to suggest 
that, within a wide range of tolerance, business’s own judgment 
with reference to depreciation and obsolescence, as indicated 
by its books, might well be accepted in lieu of a more precise 
figure laboriously calcxilated by the Bureau of Internal 
Revenue. 

‘ All aHets mutt eventually be deiMredated in lull in any cate. Thia differs 
from the case of depletion, where alliances have not only been extremely gen- 
erous but are to computed that they may eventually add up to more than the 
frill cost of the assets. 
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4. ACCELERATED DEPRECIATION 

Corporations replace old equipment and expand total 
equipment at irregular and varying rates. Space does not 
permit a discussion of why managements make afiirmative 
decisions on these matters when they do. It can be said, 
however, that decisions as to replacements are more likely to 
be affirmative when assets are considerably depreciated on a 
company’s books. Decisions favorable to expansion are also 
encouraged by rapid depreciation because uncertainties are 
reduced if a large part of the cost of new equipment can be 
written off and the capital cost recovered in the early years 
of its use. 

During the war, industry was given the privilege of amortiz- 
ing certain new equipment over a 5-year period. Although 
the government still foimd it necessary to supply a large part 
of the capital for war expansion, the amortization program was 
effective in removing impediments to the installation of new 
equipment. This technique of encouraging expansion can 
be used in peacetime as well as in wartime. The government, 
in most cases, would suffer a p>ostponement rather than a loss 
of taxes. The postponement of taxes on income cmrently 
earned would, however, be at some risk to the government and 
might create some strain upon its current budget. This type 
of program might be used effectively as a depression remedy, 
and it should be held in reserve for such application in extreme 
cases. 
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VII. ROLE OF AND CHANGES IN THE 
PERSONAL INCOME TAX 


I F BUSINESS taxation is to be deemphasized after the war, 
some other element in the tax system must be given a more 
important role. The principal candidates for this are personal 
taxation (personal income and death taxes) and indirect 
consumption, or sales, taxes. Of these the author prefers 
personal taxation as the major source of revenue in the post- 
war federal tax system. The arguments supporting this choice 
will be elaborated later. It may be observed here, however, 
that the personal income tax is a logicad substitute for the 
corporate income tax, since abandonment or deemphasis of 
the corporate tax is recommended on the ground that it 
should be integrated with the personal tax. Regressive taxes 
at the state and local levels are probably inevitable; but the 
federal government, with its more adequate fiscal powers, 
should avoid these taxes in the main, confining them, as a rule, 
to the special excises on nonessential consumption. 

1. BROAD BASE 

Both for adequacy of revenue and for the sake of discipline, 
a broad base should be retained in the income tax after the 
war. A direct personal tax with wide participation provides 
a wholesome way for a democracy to finance its many public 
services, and it helps disillusion those who like to think the 
government is an exception to the rule that “you can’t get 
something for nothing.” Collection of a direct federal tax 
from no more than four million taxpayers (in 1939) was a 
flz^ant political abuse of what should be the most equitable 
means of raising revenue. Along with direct taxation of large 
numbers of people, collection at the source, current payment, 
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and other devices to facilitate payment and collection should 
be retained and improved. Reductions in the standard rates 
of tax, if 2my, shovdd be conservative; relief for the low-income 
groups should take the form of lightening special excises and 
repeal of the federal sales tax, if this becomes part of the federal 
tax system during the war. A shift from business to personal 
taxes, by bringing tax burdens into the open and by extending 
the scope of the personal tax with its exemptions and pro- 
gressive rates, will also benefit the recipients of lower incomes. 

The low-bracket income-tax rates and exemptions now 
employed are at levels that would have been appropriate for 
prewar use. Accordingly, they are inadequate for the present 
emergency. One advantage of raising these taxes to levels 
consonant with immediate revenue needs is that it facilitates 
the continuance of adequate personal taxation after the war. 

2. IMPROVED ADMINISTRATION 

If the personal income tax is to play the major role in post- 
war financing, more investment must be made in the improve- 
ment of its administration. No doubt a high percentage of 
persons will report honestly and pay without compulsion what 
they consider to be a fair tax. Unhappily, however, experi- 
ence has shown that respect for the obligations of citizenship 
is not a sufficient basis for the administration of any tax. 
This is pjurticularly true when taxes are at the high levels that 
postwar exigencies will require. A Ijurge proportion of income 
is subject to adequate check through information furnished 
at the source and through auditing, but the considerable 
income of professional persons, independent businessmen, and 
fanners cannot be satisfactorily verified in this maimer. 
Much of the income of such persons is known only to the 
recipient, his secretary, and God. Two of these parties are 
sometimes corruptible, and the third hsis never been particu- 
larly concerned with income-tax administration. There are 
devices by which these incomes can be checked with tolerable 
adequacy. Some of these devices are more highly developed 
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in the best state income-tax administrations than in that of 
the federal government. Federal administration has oper- 
ated on the misguided principle that income-tax policing 
should be largely confined to spots where it yields large returns 
for the outlay. But adequate income-tax policing is essential 
for the broader objectives of fairness and the maintenance of 
taxpayers’ morale. Even in the interest of total revenue we 
should spend much more on direct enforcement. Enforce- 
ment activities serve to increase payments from taxpayers 
other than those brought to book. The problem has been 
precipitated during the war by the revolutionary expansion 
in scope of the income tax, and meeting it squarely cannot for 
long be avoided by relying on war patriotism to ensure honest 
tax returns. In the postwar period, it will be necessary either 
to provide adequate administration of the personal income tax 
or to rely on much less equitable and otherwise less desirable 
forms of taxation. The income tax without adequate adminis- 
tration will degenerate into an unfair tax largely on wages 
and dividends. 

Accountants and businessmen are almost unanimoiis in the 
view that the govenunent has shown more interest in squeezing 
an extra dollar from the taxpayer than in giving him a square 
deal. It is often alleged that auditors are promoted on the 
basis of their tax recoveries and that businessmen deliberately 
falsify their accotmts in order to “have something for the 
auditor to find.” Where there is so much smoke, there must 
be some fire; and even if these views were invalid, the fact 
that they exist indicates very bad government-taxpayer rela- 
tions. A vigorous and intelligent program to improve 
these relations should be a first order of business in tax 
administration. ^ 

^ Anu^d Barr hai suggcfted to the author that the income tax and, in fact, 
the whole tax system might be removed firom politics to some extent by delegat* 
ing to a repres en tative commission the task of preparing recommended revisions 
of the tax law. Thu could be done either regularly or at intervals. Of course, 
final authority on revisions %vould rest, as now, with Congress and the President. 
TThe suggestion merits attention. 
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3. REDUCTION OF SURTAXE,S 

Some moderation is warranted in the personal tax schedule 
as it applies to the upper and middle levels of income, where 
top rates are now as high as 90 per cent. To be compatible 
with the social interest in the investment of high incomes in 
risk-bearing securities, these rates should be reduced a quarter 
or a third, or the higher rates should be confined to levels of 
income at which relatively small amoimts of potential invest- 
ment capital exist. Taking 90 per cent of the marginal dollar 
of high incomes tends to dissuade those who can and should 
invest in stocks and causes them to invest in high-grade bonds 
or to hoard cash. A steeply graduated personal tax makes 
the margin of return between risky and safe investments so 
slim that there is no inducement to try the risky investment. 
Thus, a 20 per cent yield on stocks is reduced by a 90 per cent 
tax to a net yield of 2 per cent — ^less than the yield on many 
govermnent bonds and insufficient to justify taking much risk. 
(See Table III) 


TABLE III 


Effect of the Present Personal Tax System on the Net Yield of 
Investments at the Margin of a 1200,000 Income 


InoestmmU yield 
before tax, per cent 

Yield after deducting 
90 per cent tax 

Differential yield after tax, per cent 

Compared with yield 
after tax on 2 per 
cent bond 

Compared with yield 
on a tax^xempt 2 
per cent bond 

2 

0.2 

0.0 

-1.8 

8 

0.8 

0.6 

-1.2 

12 

1.2 

1.0 

-0.8 

16 

1.6 

1.4 

-0.4 

20 

2.0 

1.8 

0.0 

30 

3.0 

2.8 

1.0 


Moderation is a virtue to be urged in government, among 
other reasons because it avoids the dangers of swinging from 
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in the best state income-tax administrations than in that of 
the federal government. Federal administration has oper- 
ated on the misguided prindple that income-tax policing 
should be largely confined to spots where it yields large returns 
for the outlay. But adequate income-tax policing is essential 
for the broader objectives of fairness and the maintenance of 
taxpayers’ morale. Even in the interest of total revenue we 
should spend much more on direct enforcement Enforce- 
ment activities serve to increase payments from taxpayers 
other than those brought to book. The problem has been 
precipitated during the war by the levoludonary expansion 
in scope of the income tax, and meeting it squarely caimot for 
long be avoided by relying on war patriotism to ensure honest 
tax returns. In the postwar period, it will be necessary either 
to provide adequate administration of the personal income tax 
or to rely on much less equitable and otherwise less desirable 
forms of taxation. The income tax without adequate adminis- 
tration will degenerate into an unfair tax largely on wages 
and dividends. 

Accountants and businessmen are almost unanimous in the 
view that the government has shown more interest in squeezing 
an extra dollar firom the taxpayer than in giving him a square 
deal. It is often alleged that auditors are promoted on the 
basis of their tax recoveries and that businessmen deliberately 
falsify their accoimts in order to “have something for the 
auditor to find.” Where there is so much smoke, there must 
be some fire; and even if these views were invalid, the fact 
that they exist indicates very bad government-taxpayer rela- 
tions. A vigorous and intelligent program to improve 
these relations should be a first order of business in tax 
administration. * 


^ Arnold Barr has suggested to the author that the income tax and, in 
the whole tax system might be removed from politics to some extent by delegat- 
ing to a representative commission the task of preparing recommended revisions 
of the tax law. This could be done either regularly or at intervals. Of course, 
final authority on revisions would rest, as now, with CSongress and the President. 
The suggestion merits attention. 
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3. REDUCTION OF SURTAXED 

Some moderation is warranted in the personal tax schedule 
as it applies to the upper and middle levels of income, where 
top rates are now as high as 90 per cent. To be compatible 
with the social interest in the investment of high incomes in 
risk-bearing securities, these rates should be reduced a quarter 
or a third, or the higher rates should be confined to levels of 
income at which relatively small amoimts of potential invest- 
ment capital exist. Taking 90 per cent of the marginal dollar 
of high incomes tends to dissuade those who can and should 
invest in stocks and causes them to invest in high-grade bonds 
or to hoard cash. A steeply graduated personal tax makes 
the mai^^in of retiun between risky and safe investments so 
slim that there is no inducement to try the risky investment. 
Thus, a 20 per cent yield on stocks is reduced by a 90 per cent 
tax to a net yield of 2 per cent — ^less than the yield on many 
government bonds and insufficient to justify tsiking much risk. 
(See Table III) 


TABLE III 


Effbctt or THE Present Personal Tax System on the Net Yield or 
Investments at the Margin of a 1200,000 Income 


IfwestmefU yield 
before tax^ per cent 

Yield after deducting 
90 per cent tax 

Dijferential yield after tax, per cent 

Compared with yield 
after tax on 2 per 
cent bond 

Compared with yield 
on a tax^xempt 2 
per cent bond 

2 

0.2 

0.0 

-1.8 

8 

0.8 

0.6 

-1.2 

12 

1.2 

1.0 

-0.8 

16 

1.6 

1.4 

-0.4 

20 

2.0 

1.8 

0.0 

30 

3.0 

2.8 

1.0 


Moderation is a virtue to be urged in govenunent, among 
other reasons because it avoids the dangers of swinging from 
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one extreme to another. (A constitutional amendment sug- 
gested by some state legislatures to limit income and death 
taxes to 25 per cent is a sample of such extremes.) Loopholes 
in the collection of income taxes are known to exist. More 
would be accomplished by plu^ng these than by setting 
surtax rates so high that they defeat themselves. 

On the other hand, some restraint in reducing surtaxes will 
be required if the maintenance of an adequate standard rate 
is to win support. Substantial progression in rates is required 
to give due weight to valid interest in a more nearly equal 
distribution of income after taxes. Despite the stimulus to 
investment and expzuision that is sought in this and other 
recommended tax changes, a disproportion between consumer 
demand and savings — a shortage of the former and an excess 
of the latter — is likely to plague us for some time. Use of 
the tax system to modify this imbalance is desirable. Some 
net stimulus to enterprise could be had by combining a con- 
siderable reduction in surtax rates with a more effective death 
tax, since the latter is less a ciurb on risk-taking and business 
expansion than the income tax. As will be explained later, 
the death tax can be substantially strengthened without 
increasing the rates. 

It may be argued that the interest in tax moderation, 
stressed in this report, is as important at the lowest levels of 
income taxation as at the highest and that revenue require- 
ments prevent concessions at both ends of the scale. A good 
tax base in the form of a large national income would help 
to avoid excessive taxation in all brackets. But in this con- 
nection it must be remembered that (1) it is in the low and 
middle brackets of income that the main flow of income occurs 
and the greatest fiscal potential exists; (2) the limitation of 
direct taxation to relatively few persons before the war was 
an unsound and unwholesome situation, needing correction; 
and (3) actual average rates of taxation in the low brackets 
are much lower than the marginal rates because of p>ersonal 
exemptions. (See Table IV.) 
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TABLE IV 

Amount of Individual Income Tax, Effective Average Rate, and Marginal 
Rate on Net Income Ranging from the Lowest to the Highest Bracket 

UNDER THE PRESENT LaW* 


(Married person, no dependents. Exemption: normal and surtax, $1200. 

Victory tax, $624) 


Net income before 
personal exemption 

Amount of tax\ 

Effective average 
tax rate\^ per cent 

Marginal tax rateX 
per cent 

% 1,000 

» 15 

1.5 

22 

1,250 

29 

2.3 

22 

1,500 

79 

5.3 

22 

1,750 

134 

7.7 

22 

2,000 

188 

9.4 

25 

2,250 

242 

10.8 

25 

2,500 

291 

11.9 

25 

2,750 

351 

12.8 

25 

3,000 

405 

13.5 

25 

4,000 

647 

16.2 

29 

5,000 

894 

17.9 

29 

6,000 

1,173 

19.6 

33 

8,000 

1,780 

22.3 

37 

10,000 

2,467 

24.7 

41 

15,000 

4,533 

30.2 

49 

20,000 

7,100 

35.5 

58 

25,000 

10,035 

40.1 

61 

50,000 

27,075 

54.2 

75 

75,000 

46,955 

62.6 

81 

100,000 

68,584 

68.6 

88 

500,000 

440,747 

88.1 

91 

1,000,000 

899,000 

89.9 

91 

5,000,000 

4,499,000 

90.0 

91 


* Source: Adapted from Exhibit I, Tables 1 and 2, Treasury Department, Division of Tax Re- 
search, Oct. 4, 1943. 

t The net income subject to the victory tax is assumed to be ten-ninths of the net income before 
the personal exemption is deducted. 

t Includes 3 per cent victory tax, 6 per cent normal tax, and surtax applicable to bracket. 
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It is evident that the modifications here proposed would 
create a tax system more dominantly progressive^ than that 
which prevailed before the war. In 1938, at least 55 per cent 
of federal income came from regressive sources (assuming that 
the corporate tax is half progressive and half regressive). 
Had these modifications been in effect, not more than a third 
of the revenue (and probably considerably less) woxild have 
come from regressive sources. 

A T.N.E.C. study of the incidence of the federal tax system* 
concluded that the federal tax system for 1938-1939 was mildly 
regressive for incomes up to $3000 and not markedly pro- 
gressive imtil incomes of over $5000 were reached. With the 
proposed broader base and the more prominent role of the 
peironal income tax, progression would probably begin as low 
as the $1000 incomes and might become characteristic of the 
entire income scale. The obvious and certain way to make 
a tax system generally and consistently progressive is by raising 
most of the revenue with a broadly based personal income tax. 

4. ELIMINATION OF TAX-EXEMPT SECURITIES 

Considerations of both equity and incentive condemn the 
continued maintenance of the great income-tax storm cellair, 
tax-exempt bonds. It is not possible here to examine all the 
arguments involved in this issue, but the most pertinent for 
the problem of production and employment expansion is that 
tax exemption favors the most secure form of investment. 
Relative as well as absolute burdens are importzmt; and, in 
exempting government bonds while taxing and double-taxing 
risk capital, a perverse influence is exerted upon the invest- 

^The term '^progresiive” is used to describe a scale of relative burdens in 
which higher proportions of income are paid in taxes as income advances. The 
term ^'regressive” is used to describe an opposite set of relationships in which 
lower proportions of income are paid in taxes as income advances. Thus the 
income tax is progressive because the ratio of tax to income increases as income 
increases. The cigarette tax is regresrive because the ratio of tax to income 
decreases as income increases. 

* Gerhard €k>lm and Helen Tarasov, "Who Pays the Taxes?,” Timporary 
PfaUonal Economic Committee^ Monograph 3, 1940, p. 6. 
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ment pattern. From the standpoint of incentives, any system 
so modifying the natural order of things that the recipient of 
a $200,000 income gets the same yield after taxes on a 2 per 
cent government bond as on a stock bringing in 20 per cent is 
condemned on the face of it From the standpoint of equity, 
no good word can be said for tax exemption. The principle 
of universality, czilling for the inclusion of all types of income 
in the tax base, should be generally respected with as few 
exceptions as possible. 

The interests of two groups — state and local governments and 
present security holders — ^have protected this familiar means of 
tax escape. Because of the artificial demand created for their 
securities by tax exemption, state and local governments are 
able to obtziin their loan funds at very low rates of interest. 
Consequently, they oppose any change. Security holders who 
purchased low-yielding state and local bonds on the assump- 
tion that the privileged status of these securities would continue 
also defend these tax immunities. Interest on federal bonds 
(except on those issued before 1941, on which the federal 
govenunent is boimd by contract imtil a refunding occurs) 
is now taxable under the federal law. Compensation for these 
vested interests might take the form of an allowance to state 
and local governments for increased interest required on new 
issues or an allowance to security holders in order to com- 
pensate them for the reduction in effective yield because of 
cancellation of the tax-exemption privilege. If such compen- 
sation is necessary to rid us of the tax-exempt bonds, the 
outlay would be well warranted. Ending tax exemption on 
new issues would be a step forward, but complete elimination 
of the exemption privilege is highly desirable. 

5. CLASSIFIED INCOME TAX 

A case could be made for a classified income tax with prefer- 
ential treatment for income derived from, or invested in, 
stocks. This would be on the theory that “the tax system 
should distinguish between incomes derived firom giving jobs 
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and incomes derived from hdding ^ohs and should tax incomes 
derived from giving jobs, that is, from innovation and experi- 
mentation, at substantially lower rates than income of the 
same size derived from salaries.”^ Supporting this view is 
the hypothesis, previously mentioned, that investment is more 
sensitive to attack by taxation than services compensated with 
salaries. However, stocks differ in the degree of “innovation 
and experimentation” that can be credited to their owners. 
An even stronger objection to the proposal is that the classified 
income tax, departing as it does firom the principles of uni- 
versality and neutrality in taxation, leads back to the system 
of penalties and subsidies, which are so easily abused and from 
which we are here seeking to free ourselves. One special 
privilege, even though warranted, is likely to lead to another 
quite indefensible one. A favorable classification for divi- 
dends would involve the question of whether a similar favor 
should be extended to the business income of unincorporated 
businesses and farmers. Glassification of income is not readily 
compatible with a graduation of rates according to the 
quantity of income. The combination is likely to result (as it 
has in European coimtries) in a tax system distinguished 
principally for its complication. Moreover, the case of pre- 
ferred treatment for dividends involves the element of income 
most given to concentration and most significant from the 
standpoint of economic power. On the whole, a reasonable 
reduction in the higher surtaxes — a move toward moderation 
— seems a better means of relieving the risk-taker. Elimina- 
tion of the duplication in personEd and corporate taxation 
involves relief, both sound and specific, for the equity investor. 

1 Sumner Slichter, “Social Security after the War,” Winthrop Ames Memorial 
Lecture, Radcliffe Ck>llege, Apr. 4, 1943. 
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VIII. CAPITAL GAINS AND LOSSES 

1. RECOMMENDATIONS 

T here shoiild be no segregation or other limitation on the 
deductibility of capital losses, and net losses occasioned by 
such deductibility should be subject to carry-over privileges. 
Either by averaging income over a period of years or by other 
feasible provisions, due allowance should be made for the fact 
that capital gains and losses often accrue over long periods; 
they should not be treated as though they arose from a single 
year’s operations. (A longer spam for reckoning income-tax 
liability would also reduce tax avoidance by manipulation of 
capital losses.) A capital gain attributable to the reinvest- 
ment of corporate income is the equivalent of a delayed or 
liquidating dividend, and due allowance shoxild be made for 
the taxes already paid by the corporation on such income. 
If adequate provisions are enacted for averaging income over 
a period of years, if full credit is allowed for corporate taxes 
on imdistributed profits, and if personal smrtax rates are 
reduced to reasonable levels, then capital gains and losses can, 
and should, be treated for tax purposes like other income. 
Until these basic modifications, here recommended, are made 
in the tax laws, some form of segregation and special treatment 
of capital gains and losses may be desirable. 

Transfers at death or by gift should be considered as a 
“realization” of the fair appraised value by the donor or 
decedent. Windfalls that might result from the sale of stocks 
at prices increased as a result of the integration of the corporate 
and personal taxes would be iully subject to tax as capital 
gains. 

2. PAST AND PRESENT TREATMENT 

The treatment of capital gains and losses (usually gains or 
losses incidental to the sale of seciuities or real estate) is one 
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of the most difficult issues in personal income taxation. The 
canons of simplicity and stability have been violated fre> 
quendy, and often severely, in laws covering capital gains emd 
losses. The main methods for the taxation of capital gauns 
include treatment of such gains like other income with no 
deduction for losses, taxation with lull allowance for losses, 
and classified taxation of gains with losses deductible only 
against gains of a similar class. The reduction of gains and 
losses by percentages dependent upon the length of time the 
assets have been held by the taxpayer, the application of 
maximum rates, and various provisions for the carry-over of 
losses not currently usable to offset gains have provided addi- 
tional refinements. These features have been used in various 
combinations dviring the past twenty years. The present tax 
treatment classifies gains and losses as short-term when the 
assets to which they pertain have been held not over 6 months. 
Short-term gains are taxed like other income. Long-term 
gains cither may be reduced to 50 per cent of their amotmt in 
reckoning income subject to the regular tax, or they may be 
taxed separately at a maximiun rate of 25 per cent. The 
treatment of losses is parallel except that (whether long-term 
or short-term) they can be deducted from capital gains in 
fvill and fixim other income up to a maximum of $1000. 
Moreover, a 5-year carry-over of imused losses is permitted. 
The treatment of capital gains and losses in the case of corpo- 
rations is generally similar (including the provision of a maxi- 
mum rate of 25 per cent on long-term gains), but there are 
sorr'S differences, such as the absence of the percentage 
reduction. 

3, KINDS AND FORMS OF CAPITAL GAINS 

Capital gains are a complex phenomenon. In the case of 
common stocks, such gains may be due, in whole or in part, 
to reinvested corporate income. Such reinvestment, imless 
capitalized by the issuance of new securities, will tend to 
result in an increase in the value of stocks. This increase will 
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be realized by the stockholder at the time of sale. (It is true 
that stock prices reflect the prospects for future earnings, 
rather than invested capital; but investment helps to create 
the future earnings.) If such earnings were taxed in full to 
the stockholder at the time of reinvestment, the increment to 
stock values resulting from this should not later be taxed again 
as a capital gain. With the partial integration of corporate 
and personal tsixes here recommended, double taxation could 
be avoided only by crediting the taxpayer with taxes paid 
by the corporation on gains attributable to reinvestment. 
Applying the credit mechanism will be a difficult adminis- 
trative task. 

Some capital gains are due to changes in the general price 
level (inflation). It is often claimed that these are illusory 
increases in value and should not be taxed, but this argument 
loses weight when the distribution of benefits and injuries firom 
a rise in the price level (benefiting in general those holding 
stocks and retd estate) is taken into account. Gains due to 
improvement in the prospects of pzu-ticular investments are 
sometimes the result of a shrewd investment amd sometimes 
merely a windfall. Gains may be obtained from short-term 
stock-market operations or may accrue gradually because of 
the plowing back of profits in a long-term investment. Unfor- 
tunately, quantitative data showing the importance of these 
various classes are limited and unsatisfactory. Capital losses 
originate like capital gains, and, as is usuadly the case with 
losses, their importance is rarely fully appreciated. 

4. ALTERNATIVE TREATMENTS 

Three major alternatives for the treatment of capital gains 
and losses will be discussed briefly. These are (1) to ignore 
such gains and losses (with qualifications), which is the British 
treatment; (2) to treat these increments and decrements like 
other income; and (3) to retain the present American system 
of classification as to the period the assets have been held, 
with application of a maximum rate to long-term gains and 

• 77 ♦ 



Production, Jobs and Taxes 

losses, and with segregation of losses so that these may be 
offset only against similar gains. Some modification of these 
major types of treatment will also be considered. 

A. Ignoring Capital Gains and Losses 

It is plausibly contended that the inclusion of capital gains 
in the income-tax base has increased the riskiness of invest- 
ments without adding much to revenue in the long run. 
Moreover, the revenue that does result is unstable because of 
the wide fluctuations in capital gains from year to year. It 
is also argued that the taxation of capital gains has a perverse 
effect upon the stock market, accentuating the booms and 
depressions in the value of stocks. With perhaps more validity 
it is contended that the “liquidity of stocks” (the readiness 
with which they can be exchanged for cash or other invest- 
ments) is lessened by the capital-gains tax, since recipients of 
large incomes hesitate to dispose of their holdings when the 
government claims such a large share of the gzdns that are 
realized. The social interest in liquidity is debatable, but a 
case for it can be made on the groimd that those who have 
been successful with once-risky investments should not be 
deterred from shifting their capital to other new imdertakings. 
Great Britain is cited as an instance where the taxation of 
capital gains has (with important qualifications) been avoided. 

On the other hand, capital gains are closely related to other 
forms of income, and they are an important element in the 
distribution of economic power. These two facts create a 
presumption in favor of their being included in the income- 
tax base. Reinvested corporate income, as previously noted, 
may be transferred to the stockholder in the form of a capital 
gain. A discoimt on a bond is a substitute for interest to be 
paid. In the case of a corporation, the buying and selling of 
securities are often closely integrated with the other business 
of the concern; and, even in the case of individuals, the differ- 
ence between buying and selling as a business and doing so as 
an investment avocation is rather artificial. And it is doubt- 
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ful that a tax on capital gains with full allowance for capital 
losses offers any greater impediment to investment than the 
closely related tax on dividends. 

The British treatment of capital gains and losses imder the 
income tax started with a definition of income as being those 
receipts which are likely to recur periodically. Capital gains, 
along with some other receipts, were regarded as “casual” and 
thus excluded from the tax base. This doctrine was severely 
criticized by the Royal Commission of 1920, particularly since 
it applied to nonrecurring operations of a trading nature. 
Following the Commission’s report, administrative and legal 
interpretation were modified to include in operating profit 
(as distinguished from capital gains) profit on transactions 
incident to a trade or business. The British system is defended 
on grounds similar to those presented above. It is empha- 
sized, especially, that the receipts from the British income tax 
have been much more stable than oxir own and that, while 
capital gains are by no means the sole cause of this difference, 
they are an important cause. The British system is criticized 
on the ground that its classification is essentially arbitrary 
and that it affords opportunities for tax evasion. A number of 
devices iire available for the conversion of dividends and inter- 
est into tax-free capital gains; and, in some cases, rent, wages, 
and salziries can likewise be converted into tax-free receipts. 

B. Treatment like Other Income 

The treatment of capital gains and losses like other income is 
advocated on the ground that this is the simplest and most 
equitable procedure. Doubt is expressed that the many and 
intricate developments in capital-gains taxation are an 
improvement over the simple procedure found in the primitive 
stages of the income-tax law. Compaired with the present 
provisions, treatment like other income would grant the tax- 
taxpayer full and unconditional allowance for his losses, which, 
on the theory that losses figure heavily in incentives, would 
offer strong support for new investment. The proposal 
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would, nevertheless, tend to increase the tax by applying the 
lull (as distinct from a reduced maximum) rate to gains. 
Reducing top surtax rates in the general income wovild, of 
course, make this treatment more reasonable and acceptable. 

Chief objection to treating capital gains and losses like other 
income is the previously cited contention that it would reduce 
the liquidity of stocks and adversely affect risk-bearing invest- 
ment. It is argued, too, that, when capital gains residt from 
corporate reinvestment, a capital-gains tax involves double 
taxation. This would be true if the corporate and personal 
taxes were integrated and a provision were made for a special 
levy (or advance payment) on imdistributed earnings, with no 
credit allowed for this tax when gains were realized. More- 
over, capital gains and losses accrue over different lengths 
of time, and it is argued that their realization and taxation in 
one year may throw the taxpayer’s income into the higher 
brackets, thus working a hardship upon him. 

1. With Modifications 

If capital gains and losses are to be treated like other income, 
two modifications might be considered. One is to take into 
account the length of time involved in the accrual of the gain or 
loss. This can be done by dividing the gain or loss by the 
years of accrual, deriving an effective rate by adding the 
yearly accrual to the taxpayer’s current income from other 
sources, calculating the additional (or reduced) tax resulting 
from this, and applying this effective rate to the entire capital 
gain or loss.^ The whole problem of irregular personal 
income, of which capital gains are only a part, should, how- 

^ Thuf, if Mr. Jones receives $10,000 in salary in 1942 and makes a capital 
gain of $ 100,000 on securities held for 10 years, the tax rate on one-tenth of 
that cafntal gain would be that regularly applying to the top half of a $ 20,000 
income [$ 10,000 salary + Ho ($ 100 , 000 ) ■■ $ 20,000 income]. The same tax 
rate would then be applied to the entire capital gain. Instead of the current 
year’s income, the average income for the last 5 years might be used in deter- 
mining the beginning of the marginal rate to apply on a long-term capital gain 
(that is, on an investment held, say, 5 years or more). 
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ever, be reexamined for a fundamental solution. It is true 
that several schemes of averaging income hstve been tried 
without much success, but the injxistices of aimual accounting 
are often so flagrant that further effort in this direction is 
needed. 

The second modifiication would adapt the capital-gains 
procedure to the system of integrated personal and corporate 
taxes recommended by the author. The proposal would 
eliminate the element of duplication in these taxes by allowing 
the stockholder a credit for corporate taxes on undistributed 
profits when he realizes a capital gain or loss. This procedure 
is clearly justified in theory. It simply applies to capital gains 
the principle that the taxes paid by the corporation shotild be 
credited to the recipient of corporate dividends when these 
dividends are distributed. From the standpoint of the stock- 
holder, a capital gain attributable to corporate reinvestment is 
the eqvdvalent of a liquidating dividend and should be entitled 
to the same credit as other delayed dividends. The allowance 
of such a credit in the case of capital gains does present admin- 
istrative difficulties. It would involve the tabulation of the 
net taxed reinvestment per share during periods of stock- 
ownership and of the taxes paid by the corporation (advanced 
for the stockholder) on these sums.^ If short cuts or rules of 
thumb for the sake of simplicity are considered necessary, they 
should approximate as closely as possible the objective here 

^ The operation of the tax credit to the stockholder for taxes advanced by the 
corporation on undistributed earnings is indicated in the following example: 
Mr. A pays 1100 for a share of stock in a corporation. While he holds his 
stock, tl^ corporation accumulates undistributed earnings before taxes totaling 
$50 for each share of stock. If the rate of tax on corporation profits is 20 per 
cent, the corporation pays the government $10 and retains $40 per share out of 
these earnings. Mr. A sells his share of stock for $145. He reports a capital 
gain of $55 on this transaction, for he has gained $45 plus the $10 tax paid on 
his share of undistributed profits by the corporation. The latter amount is 
worth $10 to him because he may deduct it from his tax. 

Where Corporation X reinvests for a corporate shareholder T and a personal 
stockholder of the latter realizes a captal gain, the calculation would prtx^eed as 
though stockholder were ^s. 
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sought. One such rule that might be considered would be to 
exempt capital gains on common stock from half the normal 
tax. This would be a compromise in the interests of sim- 
plicity. Capital gains not due to reinvestment would be 
undertaxed, and those due to reinvestment would be over- 
taxed. The distribution of the reduction as among large and 
small taxpayers would be reasonable. 

In the interests of both equity and simplicity, transfers at 
death and by gift should be treated as realizations by decedents 
and donors at market values current at the time of transfer. 

C. Special Classification unth Maximum Rate and Segregation oj 

Losses 

The third alternative, the present treatment of gains and 
losses, is essentially a compromise between the other two, and it 
is criticized on that account. The feature especially resented 
by investors is the segregation of losses with the provision that 
they may be offset only against similar gains. Under the 
present law as it now stands, many taxpayers feel that the 
government is guilty of sharp practice in taxing their gains and 
ignoring their losses. One-way irdes usually cause resent- 
ment, and there is a strong presumption against them. 
(Another case of this kind is the rule that gain on the sale 
of a residence is taxable whereas loss on the same type of 
transaction is not deductible.) This criticism is strengthened 
by the fact that gains and losses are likely to be readized in 
different years and that available evidence shows a low cor- 
relation in the realization of gains and losses. Consequently, 
the possibility of offsetting one against the other is slight 
in many cases, a contingency only partly relieved by the more 
generous carry-over of losses now allowed. Unlimited deduc- 
tion privileges would override the fact that capital losses are 
subject to some control and that they are often an aspect of 
investment exchanges involving no effect on income available 
for consumption. Against these considerations must be set 
the good will of the taxpayer, which could be had by more 
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nearly equal treatment for losses, and the important stimulant 
for risk-taking incentives that would be provided by such a 
tax change. Moreover, broadening the period for reckoning 
taxable income (proposed and discussed later) wotild itself 
reduce the danger of tax avoidance through manipulation of 
the reailization of losses. 

The author’s conclusions concerning the taxation of capital 
gains and losses were submitted at the beginning of this chap- 
ter. They call for the treatment of losses like other negative 
income — ^that is, for the elimination of segregation — and for 
generous czury-over privileges. They call for due allowance 
for the time factor involved in the accrual of capital gains and 
for elimination of duplication in taxing gziins attributable to 
the reinvestment of corporated income. They call also for 
reduction in the higher surtax rates to make risk-bearing 
investments attractive to persons with leirge incomes. These 
are conditions essential to the main recommendation that 
capitzd gains and losses should be treated like other income. 
Until these basic changes are made in our tax system, there 
will be need for speciad treatment of capital gains to encourage 
risky investment by persons with large incomes and to prevent 
injustice to those with large gains concentrated in particular 
years. 
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IX. MITIGATION OF DISCRIMINATION 
AGAINST IRREGULAR INCOME 


1. CAUSE FOR ACTION 

AN ATTEMPT should bc made to eliminate or at leeut to 
mitigate the present tax discrimination against fluctu- 
ating personal income. Under the tax system eis it now 
operates, a imtrried person with two dependents whose net 
income alternates between nothing and $10,000 will pay about 
50 per cent more in taxes over the years than a person with 
similar dependents whose net income remains constant at 
$5000. This is obviously bad both from the standpoint of 
equity and firom the standpoint of incentives for risky enter- 
prise. “Moreover, annual income-tax accoimting makes 
crucially important for Treasury and taxpayer many hard (or 
impossible) questions as to the precise allocation of income 
between years — questions which lead to interminable disputes, 
hearings, and litigation and which, under a good system, 
would be of no real importance to either party.”* Classifying 
some gains as casual (nonrecurrent) and excluding them from 
income taxation on that account, as in the British practice, 
takes hold of the problem at the wrong end. Almost all gains 
are casual in some degree. Casual gains should be taxed, but 
with due regard for their casual character. 

2. EXPERIENCE WITH AVERAGING 

Unfortunately, experience with various schemes of averaging 
has not been very encouraging. Mention has been made of 
the British experience, which finally abandoned averaging in 
favor of a carry-over system for losses. Much the same thing 
occurred in Wisconsin, where a system of averaging was 

* Henry C. Simon*, memorandum nitHnitted to the author. 
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applied from 1927 to 1934 and then abandoned, leaving in its 
stead a carry-over of business losses. 

In both the above instances, the main objection to averaging 
was that it frequently reqtiired the taxpayer to pay taxes on a 
base (or with a measure) which was several years “cold.” 
This proved especially burdensome during depression periods 
when many incomes were low. Other objections were made 
to the administrative inconvenience of securing a back file of 
income-tax returns when a j)erson moved from one reporting 
district to another and of obtaining a basis for averaging when 
his income in some years fell below the level reqiiired for 
reporting. Embarrassment also arose in determining how to 
weight the years before or after the taxpayer’s income-creating 
activity — before he got a job or after he retired, withdrew from 
the coimtry, or died. 

3. PROPOSED SYSTEM OUTLINED 

What is most needed is to give the teixpayer with fluctuating 
income some refuge from graduated rates applicable to the 
years when he has a high income and yet not fall into the error 
of simply shifting the payment of the tax to his low-income 
years. This could be done readily by permitting the taxpayer 
to sum his taxes over a period of years, calculate what his tax 
bill would have been if his income had been distributed evenly 
among these years, determine the difference between the two, 
and claim the difference as a refund or tax credit. To prevent 
minor refunds, the refund or credit might be limited to cases 
where the actual taxes exceeded the calculated taxes by 5 or 10 
per cent.^ The taxpayer might be permitted thus to average 
the income of any 5 or 10 successive years at his option, subject 
to the limitation that no year could appear in more than one 
averaging computation. The 5 or 10 per cent margin would 
exclude a large munber of smaU transactions and is suggested 
for administrative convenience. The higher figure might be 
used in the case of 10-year averaging and the lower in case the 

> The iniyor features of this proposal were suggested by Henry G. Simons. 
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5-year period is chosen. Some administrative difficulties in 
tl^ procedure could be reduced by establishing rules that 
income prior to the first year of filing or after the death of the 
tzixpayer should be disregarded and that claims for a rehmd 
or offset shotild be contingent upon provision by the taxpayer 
of information necessary to establish his case. Changes in 
exemption status and tax rates wovild add a complication, but 
not a prohibitive one. 

This system would involve some loss of revenue in bad years, 
but this drawback is far less significant than the gains in fair- 
ness and for incentives that the change would ensure. Admit- 
ting the difficulties in any scheme of averaging, one may 
nevertheless conclude that an attempted refinement of income- 
tax procedure along the lines above suggested is definitely 
worth a trial. Even a crude beginning should produce the 
needed experience upon which further refinements could be 
based. 

A simplified procedure that would reduce administrative 
complication might be considered, especieilly if the income tax 
were to be broadened. This would be to allow a carry-over 
of imused personal exemptions in the lowest brackets of income 
and to confine the averaging and refimding privileges to inter- 
mediate and high brackets of income. Since business losses 
and capital losses would be subject to carry-over in jmy event, 
this proposal would allow the lower brackets most, if not all, of 
the advantages of averaging. 

In the case of corporations, the injustices arising from irregu- 
larity can be alleviated quite effectively by a system of carrying 
losses forward and backward. This would be especially true 
if no attempt were made to apply a graduated rate to corporate 
income and no specific exemption were allowed. 

4. PROBLEM OF SIMPLIFICATION 

It is customary in reports on the income tax to remark that 
this levy can and should be drastically simplified. It is said, 
and rightly, that it is hardly consonant with democracy to have 
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tax laws intelligible only to (some) tax lawyers and (some) tax 
specizdists. The author shares this view, and jet he realizes 
that he heus made suggestions which would add complications 
to the tax laws. Simplicity, like other interests in taxation, 
can be bought at too high a price. Fortunately, there are 
many points in the tax system where greater simplicity can be 
had at a reasonable cost or at no cost whatever. It is ques- 
tionable whether or not the highly arbitrary eamed-income 
credit^ is worth its weight in complication, and it is quite clear 
that the division between normal taxes and surtaxes is an 
anachronism which serves no useful purpose. (Presiunably 
the present weird combination of victory tax, normal tax, and 
surtax will be reduced to simpler and fewer elements before the 
war is finished.) Progress in simplified reporting is now being 
made and can be developed further. A trend toward a sotmd 
structural basis would in itself be a move toward simplicity and 
stability in the income tax. It is a bad theory that identifies 
increasing complication with progress. 

^ Since this was written, the 1944 act has eliminated the eamed-income credit. 
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X. OVERHAULING DEATH TAXATION 


T he question has been raised as to whether the death tax 
might not be overhauled to increase its effectiveness, thus 
comp>ensating for some loss of revenue and distributive equality 
involved in a reduction of higher income surtaxes. This 
substitution cotild be supported on the basis that the death 
tax affects business incentives less than the surtax. Most of 
the interests in producing to accumulate a fortune, except 
certain acquisitive ambitions for one’s family, are xmdisturbed 
by the death tax. Although death taxes cut heavily into the 
supply of available capital, no shortage in saving as such is 
anticipated. The shortage, if any, is in risk-seeking capital; 
and while inherited funds may be employed in this role, the 
likelihood is less than when such funds are in the hands of the 
original foimder of the fortune. 

For many years economists have proclaimed the strong 
social and economic grounds for death taxation. A classic 
summary of this view by John Stuart Mill reads as follows:^ 

The inequalities of property which aiise from unequal industry, 
frugality, perseverance, talents, and to a certain extent even oppor- 
tunities, are inseparable from the principle of private property, 
and if we accept the principle, we must bear with these consequences 
of it; but I see nothing objectionable in fixing a limit to what anyone 
may acquire by the mere favor of others, without any exercise of his 
faculties, and in requiring that if he desires any further accession of 
fortune he shall work for it. 

It b wholesome for society to regard the builder of a fortune 
as a trustee who adminbters a sector of the country’s wealth in 
the interests of the economy. He has demonstrated his 
capacity for this role by hb success in the ordeal of competition; 

^ John Stuart Mill, PrincipUs of Polled Economy, Longmans, Green & Go., 
New York, 1923 Edition, p. 228. 
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but it does not follow that the virtues of the fortune builder 
are passed on to his heirs or that the corresponding responsi- 
bilities should be lodged with them. Many who have founded 
fortunes have been the first to recognize the soimdness of this 
view. Equality of opportunity, which means more widely 
spread opportunity and incentive for enterprise, is promoted 
by death taxation. 

Those opposing high death taxes claim that the family inter- 
est is a factor in incentives not to be underrated. In closely 
held corporations, a forced liquidation of stock following the 
death of a controlling stockholder may cause considerable 
disruption to the business. It is argued, moreover, that the 
death tax is a deterrent to investments in risk-bearing securities 
because it induces estate owners to shift their investments into 
liquid assets. The shift is made in anticipation of the need for 
cash to pay death taxes without a hasty, forced, and losing 
liquidation of assets. From the standpoint of the social inter- 
est, it is desirable that this situation should be avoided since 
owners of large estates are particularly qualified to assume 
the risk-bearing function for society. It is true that the federal 
government usually allows an extension of time in which the 
administrator of an estate can make necessary dispositions and 
that such extensions have not often been requested. But this 
alone is not proof that the estates tax exerts no unfortimate 
pressure upon owners to seek greater liquidity in their invest- 
ments. To meet this objection, consideration might be given 
to the possibility of evaluating assets for death tax pxirposes 
according to their value at death or the amoimt realized in 
disposition (or liquidation), whichever is lower. ^ This would 
require some safeguards, but it would lai^ely eliminate the 
present pressure on the pattern of estate investment and thus 
prevent losses in settling estates. Since the death tax is so 
set up that disposition on a targe scale is frequently necessary, 
this change would also be in the interests of eqviity. 

step in this direction was taken when the government allowed the 
executor to elect evaluation of the property in the estate as of 1 year after the 
decedent’s death. This provision can be liberalized. 
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Consideration of incentives for risk-tsddng and enterpiise 
would support a reduction in income surtaxes and an increase 
in death taxes. It is not necessary, however, to raise federal 
estates-tax rates (already among the highest in the world) in 
order to increase the effectiveness of the tax. It has long been 
recognized that, in spite of very high rates and occasional 
onerous burdens imposed by the federal estates-tax law, the 
results of the death tax system are fiscally disappointing and its 
impact highly capricious. Without venturing to supply 
any great detail, the following observations are offered for 
consideration: 

1. The estates tax should be integrated with the gift tax. 
Capricious and imdesirable results follow from the fact that, 
for example, the owner of an estate of $100,000 can make a 90 
per cent saving by disposing of his estate through inter vivos gifts. 

2. Notorious loopholes, particularly those relating to the 
disposition of property by means of tioists, are in urgent need of 
repair. 

3. Better coordination of federad and state taxes, with due 
regard for the elimination of multiple taxation, is needed. 

4. Exemption of $60,000 at a time of urgent revenue need is, 
to say the least, unwise.* 

5. Exemptions, and perhaps rates, should be differentiated 
according to the relationship of the heir to the decezised. 

It is recognized that the death tax field is highly intricate, 
with many possibilities for discriminatory anomalies. It is 
important to make the tax more equitable as well as more 
productive. Again the example of the British is likely to prove 
helpful, although they have badly neglected loopholes asso- 
ciated with gifts. At all events, the British, with lower top 
rates than ours, have succeeded in making their death tax 
system relatively much more productive. 

^ Of couTM, both the social and the personal interest in provision for the 
security of dependent relatives must be recognized. For this and other reasons, 
widoMfs and minor children of deceased estate owners are entitled to special 
consideration. 
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Both the income and the death tax involve complex mecha- 
nisms as well as difficult administrative and avoidance prob- 
lems. It is evident, however, that many of these complexities 
are not inherent, and they can be resolved with adequate 
effort. This must be done because, unless these complexities 
and difficulties are held within reasonable boimds, simpler 
but less equitable and less economically desirable forms of 
taxation will have to be substituted. 
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XI. SPECIAL EXCISES AND GENERAL 
SALES TAXES 


P OSTWAR federal sales taxes, especially those involving a levy 
on the necessities of life, are undesirable. They are objec- 
tionable from the standpoint of equity since they fall most 
heavily upon low-income families. Because they do not 
involve the personal discipline incident to direct taxes, they tire 
conducive to governmental extravagance. In preference to 
general sales taxes, high special excises are a tolerable, even 
though not a desirable, substitute for adequate standard rates 
in the personal income tax. 

We have already noted the strong trend toward business 
taxation in the federal tax system and have recommended that 
this trend should be reversed. This raises sharply the ques- 
tion of alternatives: What kind of revenue system should we 
establish? The proposals here made look in the direction of a 
more personal tax system. It would be possible, however, 
to move in the opposite direction — ^toward an impersonal, 
indirect, consumption-tax system. If this were the goal, the 
proper procedure would probably be to retain business taxes 
but to broaden their base. Instead of using net income as the 
base of the business tax, we could use net operating income 
(interest not deductible), or “value added,” or gross income. 
Perhaps eventually we should arrive at retail-sales taxation as 
the mainstay of federal revenues. 

A consumption-tax system has vigorous supporters, and it 
can be defended with some plausible arguments. It looks 
particularly desirable on the score of business incentives. 
The main alternative, taxation of net income, does affect 
incentives for enterprise adversely. This result is magnified 
if the tax is levied on a progressive scale and further magnified 
if the progression is carried to excess. While it is probably not 
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possible to base a tax system on unproductiveness and failure, a 
consumption-tax system goes a long way in this direction. 
Finally, there is the traditionzd “advantage of consumption 
teixes — ease of payment and ease of collection.” 

Nevertheless, it seems to us that there are conclusive objec- 
tions to a shift toward consumption taxes in the postwar 
revenue system. The inequity of such levies is too obvious and 
too generally recognized to require analysis. Furthermore, 
this form of taxation leads most readily to governmental 
extravagance. The discipline involved in the payment of 
direct personal taxes nu^es for awareness of taxes and a 
demand for restraint in the conduct of government. It was 
not accidental that Townsend chose a sales tax to pave the 
way for his old-age pension program. Public budgets should 
be scrutinized as carefully emd with as much proprietary interest 
as private budgets. Of course, the tax system is not the only 
element affecting the development of such public attention, 
but it is a factor of much importance. Finally, the main- 
tenance of adequate consumer demand — particularly for the 
economic goods that have a high social value — ^is threatened by 
a tax system that seeks a disproportionate part of its revenue 
from the lowest levels of income. The states, with their more 
limited fiscad resources, will probably maintain smd perhaps 
develop further the consumption-tax field. At Jill events, their 
tax systems are likely to remain predominantly regressive. 
The federal government should stress direct personal taxation. 

Retention of some special excises — such as those on liquor 
and tobacco — ^is likely, zmd these taxes, if not the best, are a 
tolerable element in the federal tax system. The taxation of 
liquor, even though the demand is inelastic, is not so objec- 
tionable, at least, as the taxation of bread and salt. The 
former leaves the taxpayer an alternative to the tax that is 
quite compatible with the national interest. 

The excises provide the federal tax system with an additional 
element of diversity. It would probably be rash, and cer- 
tainly unprecedented, to rely on the personal income tax to 
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produce, say, 80 per cent of the revenue that will be required 
after the war. Yet some relief for postwar teixpayers in the 
lower income brackets will be justified; and, as between excises 
and the standard income-tax rates, the former are the better 
area for concessions. The elaborate system and substantial 
yields of wartime excise taxation make possible considerable 
relief from these taxes without entirely eliminating the more 
defensible levies. If during the war the federal government 
laxmches upon a general sales-tax program, these levies should 
be the first to go when the war ends. 
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XII. EXPERIENCE (MERIT) RATING IN 
PAY ROLL TAXES FOR UNEMPLOYMENT 


D uring the thirties there was considerable support for “in- 
centive taxation,” a term used to describe the deliberate 
use of taxation to encourage desirable economic activity and to 
discourage undesirable economic activity or passivity. Taxes 
on idle capacity and hoarding were recommended to replace 
those on production and investment. A more detailed study 
of these proposals is contemplated for our final rep>ort. Here 
the opinion may be expressed that probably a sound and 
sensible taix system is as practical a program of encouraging 
production with incentive taxation as is likely to be foimd. 
However, taxation may also be applied as zin incentive for 
business management to choose production policies desirable 
from the standpoint of social interests other than those bearing 
on maximum production. A differential pay roll tax for unem- 
ployment compensation is a measure of this character. Under 
the title of “experience rating,” this form of differential is now 
provided by the unemployment compensation systems of a 
majority of the states. But it is threatened by the opposition 
of the Social Security Board, whose effort to nationalize the 
unemployment compensation program includes abolition of 
experience rating. 

Experience rating undertakes to apportion the cost of 
unemployment compensation in some degree according to the 
achievements of industries and firms in avoiding imemploy- 
ment. The system has long been used in workmen’s com- 
pensation, where it has played a substantial part in reducing 
industriid accidents and occupational diseases. True, imem- 
ployment is less within the control of business mant^ement 
than are accidents; but management is far from a negligible 
factor in either instance, and, in the case of unemployment, it 
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can be particularly effective in reducing seasonal layoffs. 
Apart from the interest in preventing unemployment, there is 
an advantage in distributing a social cost to the production 
with which it is associated. It is appropriate, too, that a 
business should assume some responsibility for the regular 
maintenance of its labor supply. If business is required to pay 
a dismissal wage to its employees, it might at least be allowed 
the privilege of using its ingenuity to reduce this social cost. 
It is true that experience rating and state unemployment 
compensation systems stand in the way of a comprehensive 
national system of social seciuity, supported out of one big 
fund fed by a single system of taxes. But a centralized and 
imdifferentiated “insurzmce” program would tend to obliterate 
the remaining lines of individual and business responsibility 
in the social security system and might become a gigantic 
system of charity. Against experience rating as a basis for a 
differential imemployment tax stands the fact that it can be 
abused as a pretext for imdermining standards. For example, 
it appears that experience-rating states have, in some cases, 
unduly restricted the qualifications establishing the eligibility 
of employees to benefits. ^ Space does not permit further excur- 
sion into this field except to voice the opinion that experience 
rating in unemployment compensation deserves a much fairer 
and loiter trial than it has yet received and that neither the 
state nor the federal government should intervene to cut the 
trial short. 

^See Ewan Clague and Ruth Reticker, ‘‘Trends in Disqualification fimi 
Benefits under State Unemployment Compensation Laws,*’ Social Soeuri^ 
BulUtin, Vol. VII, January, 1944, «>. 12-23. 
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XIII. SPECIAL TAXATION PROBLEMS 
OF THE WAR RELATED TO 
RECONVERSION 

W HILE this book is mainly concerned with taxation in the 
postwar period, certain aspects of wartime taxation have 
a direct bearing on the postwar problem. Some of these 
have been mentioned, and some recommendations have been 
made regarding them. In treating corporate losses and the 
excess-profits tax, attention was called to the present generous 
carry-back of losses and the excess-profits-tax credit introduced 
in 1942. A continuation of these provisions as long as the 
effects of the war upon business remain important was recom- 
mended. For this purpose, a 3-year carry-back might be 
more appropriate than the present 2-year period. Some 
restrictions on manipulation of expenditures (as in the case of 
advertising campaigns) would be needed to prevent waste and 
unfairness in the carry-back period. It is true that a long 
carry-back period wovdd involve some offsetting against war 
income of losses and imused credits which would not be 
attributable to the war. On the other hand, the longer period 
would allow a more complete coverage of costs directly due to 
the war. Probably 2 years would cover most of these expenses; 
but some, such as inventory losses, might not be incurred until 
later. In addition, the 3-year carry-back would spread the 
demand for and availability of reconversion capital over a 
longer time. However, the retention of the present postwar 
provisions is much more important than their extension, and 
the latter is not recommended. 

The situation will probably call for retention of the carry- 
back feature of the excess-profits tax after the tax itself is 
suspended. This might seem unduly generous to prosperous 
corporations, but it is based mainly on the eminently sound 
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principle that war-profits taxes should be applied to actual 
and not fictitioxis war earning. ^ 

To illustrate the operation of the present carry-backs, if 
Corporation A has earned large excess profits and has paid 
high excess-profits taxes throughout the war period but, 
because of repercussions of the war, barely makes ends meet 
in the first 2 years after the war, the returns of the last 2 war 
years may be reopened. The difference between the actual 
postwar earnings and the maximum earnings that would not 
be subject to the excess-profits tax may, in effect, be deducted 
fix>m the income of the war years. This would entitle the 
company to a refund. The same would be true if Corporation 
A had incurred a loss after the war, except that in this case the 
wartime net income tax return as well as the excess-profits 
tax liability might be reopened. To some degree the system 
provides that the experience of the postwar years may be 
averaged with that of the war years in the ultimate determi- 
nation of war income and profits taxes. 

The carry-backs will provide corporations with considerable 
postwar capital, but, unfortunately, not when they need it 
most. The same is true of the postwar 10 per cent excess- 
profits-tax refimd, since the bonds representing claims to this 
refimd do not become negotiable xmtil the cessation of hostili- 
ties. The Treasury has recommended that the carry-back 
allowances shall be made available (at least as an offset against 
accrued tax liability) upon submission of adequate evidence 
establishing a reasonable expectation of eligibility for such 
allowances. In addition, the Treasury might be authorized 
and instructed to grant the 10 per cent refunds to taxpayers 
who can present reasonable evidence of their need for recon- 
version funds before the end of the war. 

There has been considerable discussion of the possibility and 

^ ‘‘ABSuming that war is something of an abnormality, a special excursion 
which business has been obliged to Udce, it tends to follow that both the cost of 
coming and going should be charged to war revenue.” William A. Paton^ 
letter to the author. 
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wisdom of allowing further reserve deductions for postwar 
contingencies. The carry-back system, if retained, will offer 
substantial consideration for postwar contingencies; but, 
except for corporations that operate at a loss, it provides no 
retroactive postwar relief from high war taxes other than the 
excess-profits tax. 

Cbrporations are now permitted to deduct, as expenses, 
charges in connection with certain reserves, such as deprecia- 
tions; and a similar allowance for postwar contingencies 
suggests itself. The difficulty here is that many of the contin- 
gencies are so unpredictable that it is practically impossible 
to determine accurately how large reserves for them ought to 
be. Contingencies will differ from industry to industry, and 
even from company to company within the saune industry. 
They may involve plant, equipment, inventories, and labor 
and assume countless forms within these categories. On the 
face of it, it seems impossible to allow income tax deductions 
for contingency reserves when so large a factor of uncertainty is 
involved. 

Two alternative means of dealing with this situation have 
been suggested. The first calls for a reserve optional with the 
company of some proportion of the company’s net income. 
This reserve is to be available for a large variety of war-caused 
postwar expenditures; if it is not so used, it is to revert to the 
income of the yeeirs from which it is taken. The second 
alternative calls for a carry-back of net war-caused postwar 
expenditures incurred within a limited period of time. This 
contemplates some balancing of positive against negative 
items. For example, a concern may have some equipment the 
value of which heis suffered fimm accelerated obsolescence dur- 
ing the war but other equipment, acquired during the war and 
fully amortized, which is still useful. The two classifications 
would be considered together in determining true war profits. 
The second alternative would probably be attended by more 
strict accounting than the first. Both would involve great, 
but probably not prohibitive, difiiculty in distinguishing war- 
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caused firom other expenditures. Consideration should be 
given to the feasibility of modifying the present carry-back 
system so that war-caused expense of the postwar period might 
be offset directly z^ainst war income. 

Provision for war-caused postwar expenditures need not 
interfere with the development of soimd tax procedures allow- 
ing the deduction of specific reserves for specific contingencies. 
For example, an inventory-reserve deduction both for war and 
peacetime application would have many advantages. An 
increase in the value of an inventory held by a business due to 
an increase in prices is actually an unrealized capital gain and 
is not a proper subject for taxation. Realized inventory 
profits which must be reinvested in a new stock of goods at 
higher prices than those realized on goods replaced afford 
the taxpayer no means with which to pay taxes. These 
inventory profits could appropriately be set aside as an account- 
ing reserve to compensate for prospective losses at the time 
when prices move in the opposite direction. An inventory 
reserve would be as useful to discoimt business-cycle changes as 
it would be to discount fictitious profits arising out of the war. 
Unfortunately, inventory-reserve accoimting for tax pmposes 
involves administrative difficulties that have thus far prevented 
its adoption.^ Another case where a specific reserve, with 
proper saf^^uards, seems desirable and feasible is that of post- 
war dismissail compensation. The Treasury has recommended 
allowance for such a reserve. 

The opinion has also been expressed in this book that our 
present (1942) standard personal income tax rates are little if 
any above the level required by prewar revenue needs and 
that accordingly they are much too low for the present emer- 
gency. Higher taxes would, among other things, relieve the 
pressure on prices. Unless prices are kept in bormds, the 
deferred purchasing power vital to postwar prosperity will be 
dissipated. 

‘ The development of “last4n, fint-out” inventory accounting and itt accept- 
ance for tax puipoiet ha* reduced but not eliminated the need for inventory 
teierve*. 
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XIV. FISCAL POLICY IN THE POSTWAR 

PERIOD 


C ERTAIN aspects of postwar fiscal p>olicy related to tax policy 
require at least brief comment in this report. 

1. BUDGETS AND DEBTS 

Should we balance the budget annually, cyclically, or not at 
all? Should we amortize the debt, add to it, or maintain it at 
the present level? Although calculations of yields from par* 
ticular rates are not presented here,^ some general observations 
concerning adequacy of yield are in order. First of all, the 
budget must be balanced when the economy is operating at 
reasonably high levels of income and employment, and it 
should at times produce a surplus. In other words, cyclical 
deficits and surpluses are not to be shunned. This does not 
imply, however, that stability of revenue is of secondary 
importance; and our recommendations have taken this factor 
into account. Whether or not we should go further than to 
balance the budget during the immediate postwar years 
depends entirely on the success with which we attain high 
economic levels during this period. These high economic 
levels are more important than debt retirement, but it may be 
possible to achieve both. The policy of reducing fixed charges, 
in accord with long-standing American tradition, is supported 
by the very real interest in the eliisticity of the public credit, a 
factor that may be important in future emergencies. 

2. COUNTERCYCLE INFLUENCE OF TAXATION 

If tax rates are not increased during a depression, taxation 
automatically exercises a coimtercycle influence. This is 
the sort of countercycle taxation policy which is likely to prove 

^ Thete calculations will be presented in the detailed final report. 
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most practical. The taxation program outlined here will, on 
the whole, apply to all phases of the business cycle. Some 
special stimulants and narcotics might be needed, however, in 
case of extreme fluctuations. These remedies should be 
associated with the factor of investment. 

An appropriate tool to use as an investment control would be 
a special allowemce of accelerated depreciation during extreme 
depression years. ^ This would encourage improvements and 
reduce current tax obligations during bad years, and it would 
exercise reverse or compensating effects during good years. 
As previously stated, tools of this character should be reserved 
for extreme conditions. 

3. AVOIDING INFLATION 

Many feel that, at the close of the war and for some time at 
least, our major problem will be one of price control and that 
tax reductions would have an xmfortunate inflationary influ- 
ence. In consideration of this possibility, some flexibility in 
the timing of reductions has been recommended. Moreover, 
it is possible that rapid reconversion of business will curb 
inflation as effectively as any other program, and it is by no 
means certain that inflation will be a problem. 

4. TIMING OF TAX REDUCTIONS IN THE 
POSTWAR PERIOD 

There is no clear consensus of prediction as to the pattern of 
postwar economic events. Nevertheless, it is possible to out- 
line a probable pattern and to suggest the objectives of taxa- 
tion and the appropriate taxation program that would attend 
each phase. This is outlined on page 103. 

> Seep. 65. 
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Period 

Economic Characteristics 

Taxation Measures 

Phase 1 

Less than a year 
following the 
end of the war 

Inflationary: supply of civil- 
ian goods lags behind de- 
mand 

Production handicapped by 
shifting markets and other 
reconversion problems 

Attitude: some diffidence due 
to transitional unemploy- 
ment and uncertainty as to 
the future 

Business capital: short in 
some places 

Repeal the excess-profits tax 
to become effective a year 
later. This will take no 
chances on premature lifting 
of controls and will promote 
confidence 

Reduce the corporate tax 
conservatively 

Phase 2 

A year or two 

Deflationary: production 
handicapped by shifting 
markets, other readjust- 
ments after rehabilitation 
period 

Attitude: considerable diffi- 
dence 

Excess-profits-tax repeal to 
become effective except that 
carry-back provisions are 
retained 

Tax system is repaired for 
peacetime basis — corporate 
and personal taxes are fully 
integrated; excise taxes are 
revised downward drastically 

Phase 3 

Several years 

Inflationary 

Business and consumer confi- 
dence returns 

No further reduction and per- 
haps some increases in cer- 
tain taxes (social secmity or 
personal income taxes) 

Use of surplus revenues, if any, 
to retire indebtedness 
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XV. CONSIDERATION OF OBJECTIONS 
TO THE TAX MODIFICATIONS 
HERE PROPOSED 

ANTICIPATION and consideration of certain objections that 
may be offered to our proposed tax modifications seem 
desirable. 

The program might be criticized as too favorable for busi- 
ness and too hard on the lower income brackets. With the 
exception, perhaps, of the reduction in highest surtaxes — a 
concession to moderation — all the recommendations are quite 
as defensible in terms of equity as in those of incentive. The 
proposal to reduce surtaxes is balanced by that to strengthen 
death taxes. It is true that direct relief offered to the lower 
bradcets is confined largely to mitigation of sales taxes (where 
it can be quite substantial) and to a possible conservative 
reduction in the standard rate of personal tax (depending 
mostly upon what happens to this rate before the end of the 
war). A shift from business to personal taxes, by bringing 
tax burdens into the open and by extending the scope of 
personal tax with its exemptions and progressive rates, will sdso 
benefit the recipients of lower incomes. Under the modifica- 
tions here proposed, the tax system would be more widely and 
more positively progressive than it was before the war. 

Some might criticize the program as inadequate to accom- 
plish its objectives. Such critics will be proponents of con- 
sumption taxation, whose position has been considered and 
rejected in this report. Others might regret the absence of 
recommendations of specizd immunities and penalties believed 
to foster production and employment. Our one venture in 
this direction is to recommend certain concessions to small new 
enterprises, and this is intended to offset an imfair competitive 
handicap rather than to grant a special privilege. In addi- 
tion, it is suggested that consideration should be given to 
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accelerated depreciation and obsolescence allowances as a 
stimulant in periods of low economic activity. Other possible 
innovations of this sort are daring and otherwise attractive, but 
their soundness is more questionable. They can wait, in any 
event, until certain mistakes of this order already in the tax 
system have been corrected. Some support can be foimd for 
the view that employment smd output can be promoted more 
effectively by relieving personal rather tlum corporate tax 
burdens. But our proposal may obversely be regarded as 
calling for a reduction in personal taxes to the extent that they 
overlap corporate taxes. 

Still others might doubt the fiscal feasibility of our recom- 
mendations. The author believes that the program presented 
here is flexible enough to meet the demands of fisod require- 
ments. Moreover, any stimiilative tax program is obliged to 
take some clumces on the success of the venture. It aims at a 
broad tax base to obviate the necessity of excessive rates and 
other repressive features. Like risky enterprise itself, it neces- 
sarily involves some chances on the success of the innovations. 

Further skepticism may be felt concerning the political 
feasibility of our proposals. The chief recommendation, 
neunely, the integration of personal and corporate taxes, will 
be regarded by many as unacceptable to Congress. The 
popular idea that corporations possess ability to pay of the 
highest order may not be readily uprooted unless it is recog- 
nized that taxes cannot be borne by inanimate objects or by 
impersonal creatures of the law. These entities can make the 
payments; but the burdens of taxation fall on the owners, 
workers, or customers, in the form of reduced income or higher 
prices. To many observers, the corporation income tax woiild 
lose its benevolent mien if it were seen in its true light as a sales 
tax in disguise. But even if these fallacies remain to influence 
legislation, our recommendation should still be acceptable. 
It would leave the corporate tax in much its present form, 
e liminating only the factor of duplication. This modification 
has precedent not only in the British law but in earlier Ameri- 
can procedure. 
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XVI. CONCLUSION 


T he reconunendations made in this report work toward a 
tax system without duplication of taxes, moderate as to 
degree, universal in application, and free from special privi- 
leges. The emphasis is placed on a direct personal tax to be 
measured by all income and to be paid by a large majority of 
American families. 

What is needed is a tax program that will be conducive to 
high levels of production and employment in the postwar 
period and one that will appeal to Americans in all walks of life 
as equitable and well balanced. If this report contributes to 
the inauguration of such a progrtun, it will have achieved its 
purpose. 
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A NOTE ON 

THE COMMITTEE FOR ECONOMIC DEVELOPMENT 
AND ITS RESEARCH PROGRAM 

The Committee for Economic Development was organized 
in August, 1942, by a group of business leaders who were con- 
vinced that the attainment and maintenaince of high employ- 
ment after the war dare not be left to chance. To seize the 
opportunities for imprecedented peacetime prosperity in the 
postwar era and to avoid the real perils of mass unemployment 
or mass government employment, they believed that individ- 
ual employers, while in no degree relaxing their efforts toward 
military victory, must begin to plan promptly, realistically, 
and boldly. 

There is widespread agreement among economists that 
American prosperity after the war calls for the sustained 
employment of 7 to 10 million more workers than in 1940, 
our banner peacetime year hitherto. The only sound road to 
such increased employment is the enlargement of production 
and sales of goods and services to a level some 30 to 45 per cent 
higher than that of 1940. This means that businessmen must 
make their plans for postwar business on a greatly expanded 
basis as compared to any known peacetime year. 

To assist them to make their maximum contribution toward 
this goal, the Committee for Economic Development has 
organized locally (as of May, 1944) in more than 1800 Ameri- 
can communities in all states of the union. An estimated 
40,000 businessmen are working as members of these com- 
mittees to persuade and assist as many as possible of the 
nation’s 2,000,000 private employers to begin now to plan 
their postwar production and employment schedules. 

No pattern or over-all program is imposed on these local 
committees. Each is autonomous, since each imderstands the 
peculiar problems of its community better than can any out- 
sider. Yet the problems they meet and the tools they need 
are in basic respects the same. 
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Hierefiare, tested procedures for making estimates of both 
postwar production and employment are supplied to them by 
the national C.E.D. office. In addition, ffie country’s out- 
standing specialists in industrial management, in product 
design, in advertising and selling, and in training of sales per- 
sonnel have placed their skills freely at the service of all 
cooperating businessmen, through handbooks, films , tr ainin g 
courses, business clinics, and forums for the local conunittees. 

To plan for the future, the businessman needs particularly 
some measure for estimating postwar demand for his individual 
product. Another important service of C.E.D. is its postwar 
market analysis, which is being conducted with the coopera- 
tion of many trade associations and leading industrial firms 
and will cover more than 500 finished-goods products. 

Even with the best of tools the businessman knows he cannot 
be wholly successful in carrying out plans for postwar expan- 
sion unless national policies prevail that make business 
expansion possible. To describe and define what these 
national policies of government, business, and labor should be 
to encourage higher production and more jobs is the special 
task of the G.E.D. Research Division. This is the piurpose of 
the research reports, of which this volume on taxation is 
the first. 

To the long-range economic questions involved in this 
undertaking have been added the particular and hazardous 
economic problems arising out of the war. Both areas are 
being studied. It is hoped that the reports, as a unit, will 
provide the information that many have been seeking con- 
cerning problems intimately related to the life of each of us, 
as well as to the future of om society. 

The authors of these reports have already won distinction 
in their own fields. Perhaps more important is the fact that 
their previous work has demonstrated not only the com- 
petence but the vigor of thought which these complex prob- 
lems demand. Knowing, however, that the problems that 
would be scrutinized — ^taxation policy, monetary policy, inter- 
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national trade, demobilization of the war economy, and the 
like — ^are not separate ones, but are integrated and must be 
studied in relationship one to the other, the G.E.D. sought 
to make possible an exchange of information and views 
between the experts themselves. 

What is probably a unique scheme of conferences was 
established, emd it gives us hope that these C.E.D. reports and 
recommendations will help to close the gap between the 
world of expert knowledge and the world of practical appli- 
cation. A Research Committee consisting of representative 
successful businessmen was set up; to this group was added a 
Research Advisory Board whose members are recognized as 
among our leading social scientists; and finally, the persons 
who would be responsible for the individued reports were 
named, to comprise the Research Staff. 

The subject matter of each report is discussed by the mem- 
bers of these three group®, meeting together. “Discussed” is 
an inadequate term. “Earnestly argued, and for long hoiu^” 
does more justice to the work. The author of the repxjrt 
therefore has the benefit of criticism and suggestion by many 
other comp)etent minds. He is able to follow closely the 
development of the repxirts on other economic matters that 
affect his own study. 

No effort h 2 is been made to arrive at absolute agreement. 
There is no single answer to the problems that are being 
studied. What is gziined is agreement as to the determinative 
factors in each problem, and the possible results to be achieved 
by differing methods of handling the problem. The author of 
the rep)ort has full respxjnsibility, and complete freedom, for 
prop>osing whatever action or solution seems advisable to him. 
There is only one rule — the approach must be from the 
standp>oint of the general welfare and not from that of any 
8p)ecijil economic or pxjlitical group; the objective must be 
high production and high employment in a democratic society. 

Since the author is free to present his own conclusions and 
does not sp>eak for the Research Committee or for the Research 
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Advisory Board, the Research Ck>imnittee will issue, for each 
study, where desirable, a separate G.E.D. policy statement. 
This may endorse all of the recommendations arrived at by 
the author, or it may disagree with some. 

The research studies already under way divide roughly 
into two parts: 

A. The transition from war to peace: the problems involved in 
the early attainment of high levels of employment and 
production when the war is over; 

B. TTie longer-term fundamental problems involved in the 
maintenarue of high levels of productive employment 
after the transition period has passed. 

The subjects to be covered by the individual monographs 
in the two series are: 

A. The Transition from JVar to Peace: 

1. Production, Jobs and Taxes (the present volume). 

2. Lessons from World War I and Its Aftermath, by 
Theodore O. Yntema and Martha Jane Marshall, 
of the C.E.D. Research Staff. 

3. Liquidating War Production, including termination of 
war contracts, disposal of government-owned plants 
and surplus inventories. By A. D. H. Kaplan, 
Professor of Economics, University of Denver (on 
leave). 

4. Removing Wartime Economic Controls, which studies 
questions concerning controls over production, 
transportation, manpower, wages and prices, profits, 
credit, consumption and other economic functions. 
By J. M. Clark, Professor of Economics, Coliunbia 
University. 

5. Financing the Reconversion and Expansion of Business, 
especially in the crudal period of transition from 
wartime to peacetime economy. By Charles C. 
Abbott, Associate Professor of Business Economics, 
Harvard University. 
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6. Manpower Demobilizfltion and Reemployment^ indicat- 
ing the nature of the problem, analyzing its different 
aspects and proposing appropriate policies and 
measures. By Robert R. Nathan, formerly Director 
of the Planning Committee, War Production Board. 

7. Providing for Transition Unemployment^ estimating the 
size and duration of the transition unemployment 
problem and the characteristics of the period which 
will affect unemployment policies. By Richard A. 
Lester, Associate Professor of Economics, Duke 
University. 

8. Money and Banking Policy During Transition^ especially 
in its relation to federal fiscal policy and the financial 
requirements of business enterprises for reconversion 
and expansion. By John K. Langum, Assistant 
Vice-president, Federal Reserve Bank of Chicago. 

9. Agriculture after the War^ especially the maintenance 
of a price level that will support steady high pro- 
duction. By T. W. Schultz, Professor of Agricul- 
tural Economics, University of Chicago. 

10. International Economic Relations in the Postwar Worlds 
examining what kind of foreign trade policies and 
mechanisms we C2in adopt that will incresise our 
gains from international trade without endanger- 
ing world peace and without interfering with the 
full and stable employment of our national resources. 
By Calvin B. Hoover, Dean of the Graduate School 
of Arts and Sciences, Duke University. This study, 
as well 2 is the two preceding it, will also have impor- 
tant implications for the longer run after the transi- 
tion to a peace-time economy is completed. 

B. The Longer-term Fundamental Problems: 

1. Providing Adequate Incentives for Enterprise. By C. E. 
Griffin, Dean of the School of Business Administra- 
tion, University of Michigan. 

2. Developing a Constructive Tax Policy^ a continuation of 
the present tax study into the period after the 
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transition zmd an enquiry also into the problems of 
state and local taxation. By Harold M. Groves, 
author of the present volume. 

3. Minimizing Business Fluctuation and Unemployment^ a 
series of studies which will be the major undertaking 
of the reseeuxh staff during the coming year. 

4. The Special Problems of Small Business, enquiring in 
detail into possible methods of assistance, both 
national and local. 

These are the subjects so far authorized by the Research 
Committee of the C.E.D. Others will be undertaken from 
time to time. These subject titles will not necesszu-ily be the 
same as the book titles when fimdly published. 
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